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LOAN  PACKAGESTG 


THURSDAY,  OCTOBER  12,  1995 

House  of  Representatives, 
Subcommittee  on  Government  Programs, 

Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
2359-A,  Raybum  House  Office  Building,  the  Honorable  Peter 
Torkildsen  (Chairman  of  the  subcommittee),  presiding. 

Chairman  Torkildsen.  Good  morning.  The  hearing  will  come  to 
order. 

Today  the  subcommittee  is  here  to  review  the  industry  of  loan 
packaging.  Loan  packaging  has  received  more  attention  over  the 
past  year  due  to  the  increased  number  of  claims  of  fraudulent  ac- 
tivity in  this  area. 

The  Small  Business  Administration  issues  loans  to  small  busi- 
nesses under  two  categories:  Business  loans  and  disaster  related 
loans.  The  business  loans  are  issued  to  qualified  companies  who 
demonstrate  need.  These  loans  are  issued  by  a  bank  and  guaran- 
teed by  the  SBA. 

Disaster  loans,  which  are  either  issued  to  businesses  that  have 
sustained  damage  from  a  natural  disaster  or  to  individuals  whose 
homes  have  been  damaged,  come  directly  from  the  SBA. 

One  problem  that  can  arise  is  the  issuance  of  small  business 
loans  when  an  unscrupulous  loan  packager  deceives  his  client,  the 
borrower.  The  loan  packager's  job  is  to  assist  the  borrower  in  com- 
pleting the  loan  and  then  to  get  that  individual  the  best  possible 
rate  from  a  bank. 

In  this  instance,  the  packager  is  working  for  the  borrower  and 
is  paid  a  fee  for  his  services.  However,  there  have  been  numerous 
examples  of  packagers  not  only  accepting  fees  from  the  borrower 
but  from  the  lender,  as  well.  This  situation  is  known  as  double-dip- 
ping, or  the  two  master  rule. 

Currently,  this  double-dipping  practice  is  not  illegal.  The  SBA 
has  stated  it  is  working  with  the  loan  packagers  to  regulate  this 
practice.  The  underlying  problem  is  that  there  is  currently  no  svs- 
tem  in  place  to  track  or  identify  who  the  loan  packagers  are.  This 
anonymity  allows  packagers  more  freedom,  which  the  unscrupulous 
ones  use  to  their  advantage  and  to  their  clients'  disadvantage. 

Some  packagers  go  so  far  as  to  assist  with  the  application  proc- 
ess, receive  their  fee,  and  then  leave  town.  Many  receive  the  legal 
contingency  fees,  as  well.  Again,  problems  of  this  nature  could  oe 
substantially  reduced  if  there  were  some  type  of  registration  or  li- 
censing system  for  the  packagers. 

(1) 


When  discussing  packagers  and  fraud,  it  is  important  that  the 
IRS  tax  issue  be  addressed,  as  well.  I'm  aware  that  the  SBA  has 
instituted,  as  a  result  of  the  California  situation  some  years  ago, 
a  process  where  there  is  now  a  check  on  all  applicants'  tax  returns 
with  the  IRS.  This  is  now  done  because  some  applicants  were  un- 
derstating cost  of  goods  sold  and  overstating  net  profits. 

The  problem  was  detected  with  some  applications  wherein  the 
gross  net  margins  in  submitted  financial  statements  were  out  of 
line  with  traditional  percentages  for  various  businesses.  The  proce- 
dure was  certainly  a  step  in  the  right  direction  and  one  that  many 
lenders  are  now  requiring  for  their  non-SB  A  loans. 

It  is  important  to  note  that  not  all  loan  packagers  are  involving 
themselves  in  fraudulent  or  illegal  activity.  In  many  cases  it's  only 
a  few  bad  ones,  which  discredit  everyone. 

We  are  here  today  to  review  the  industry  as  a  whole,  the  good 
and  the  bad.  The  subcommittee  certainly  welcomes  all  comments 
from  the  witnesses  today  and  looks  forward  to  recommendations 
that  any  of  the  witnesses  may  be  able  to  offer. 

Before  I  conclude  my  statement,  I  would  like  to  mention  that  the 
SBA  was  unable  to  have  a  representative  from  the  Disaster  Loan 
Division  present  to  testify  today  due  to  the  recent  devastation  in 
the  southern  States  as  a  result  of  Hurricane  Opal. 

If  there  is  no  objection,  the  record  will  remain  open  for  2  weeks, 
allowing  that  division  to  enter  a  written  statement  into  the  record 
of  this  hearing  and  respond  to  any  questions  that  might  be  directed 
toward  them. 

With  that,  I'd  like  to  welcome  our  witnesses.  Our  first  witness  is 
Mr.  Charles  Tomlinson  of  Tomlinson  Funeral  Home;  Ms.  Karen 
Lee,  Deputy  Inspector  General;  Patricia  Forbes,  Acting  Associate 
Deputy  Administrator  for  Economic  Development  with  the  SBA; 
Mr.  Steve  Stultz  from  Stultz  Financial;  Mr.  Tony  Wilkenson,  presi- 
dent and  CEO  of  the  National  Association  of  Government  Guaran- 
teed Lenders;  and  Mr.  John  Cox,  who's  with  Ms.  Forbes.  I'm  look- 
ing in  my  notes  for  your  biography,  Mr.  Cox,  and  thank  you  for  ex- 
plaining why  it's  not  there. 

Well  start  the  testimony  with  Mr.  Tomlinson.  If  I  could  instruct 
all  witnesses,  your  written  statements  will  be  included  in  the 
record  in  their  entirety.  If  you  could  summarize  your  statements, 
it  would  be  much  appreciated.  If  every  witness  would  lim^t  their 
statement  to  5  minutes,  the  subcommittee  would  appreciate  it  very 
much.  Mr.  Tomlinson. 

TESTIMONY  OF  CHARLES  TOMLINSON,  TOMLINSON  FUNERAL 

HOME 

Mr.  Tomlinson.  Good  morning,  Mr.  Chairman,  and  members  of 
the  subcommittee.  My  name  is  Charles  Tomlinson.  I  am  the  owner 
of  Tomlinson  Funeral  Home,  Route  3,  Ridgeway,  Virginia.  Thank 
you  for  inviting  me  to  appear  with  you  this  morning.  As  requested, 
I  will  discuss  problems  that  I  encountered  in  attempting  to  utilize 
the  service  of  a  loan  packager  to  obtain  an  SBA  loan. 

In  May  1992  I  received  a  telephone  call  from  my  tax  consultant, 
a  person  with  whom  I  had  worked  for  2  years.  She  told  me  she  had 
a  friend  by  the  name  of  Harry  Roach  who  was  employed  by  the 


U.S.  Small  Business  Administration  as  a  loan  officer  and  that  she 
was  assisting  him  in  getting  SBA  loans  for  small  business  owners. 

The  following  day  I  received  a  telephone  call  from  Mr.  Roach, 
who  introduced  himself  as  being  a  loan  officer  employed  by  SBA. 
Mr.  Roach  said  he  had  obtained  my  telephone  number  from  a  tax 
consultant  and  he  had  been  asked  to  call  me  regarding  the  loan. 
According  to  Mr.  Roach,  they  were  working  together  to  assist  each 
other  in  obtaining  small  loans,  and  he  said  I  qualified  for  the  SBA 
loan.  He  asked  me  a  few  questions  about  the  funeral  business  and 
assured  me  that  I  surely  qualified  for  the  loan. 

In  June  19,  1992  Mr.  Roach,  accompanied  by  another  man,  came 
by  the  funeral  home  and  Mr.  Roach  introduced  him  as  an  appren- 
tice, but  he  did  not  give  his  name  and  he  had  no  proof  of  identity, 
showed  none.  He  questioned  me  about  my  business  and  asked  me 
if  I  was  interested  in  getting  an  SBA  loan.  I  told  him  I  was.  He 
wanted  to  know  what  I  would  do  with  the  money  if  I  got  the  loan- 
and  I  told  him  the  use  of  the  money  would  be  for  the  renovation 
in  and  around  the  funeral  home.  He  asked  me  how  much  money 
I  would  need  to  renovate  the  funeral  home  and  the  need  was 
$750,000. 

He  advised  me  that  he  could  have  my  loan  approved  within  90 
days,  and  he  gave  me  three  bank  references  and  three  bank  forms, 
estimated  projection  and  forecast  of  2-year  earnings,  SBA's  per- 
sonal financial  statement,  SBA  loan  application.  He  asked  me  ques- 
tions about  my  personal  financial  history  and  asked  me  to  sign  all 
of  the  blank  forms.  He  said  that  he  would  have  my  tax  consultant 
fill  in  the  blanks. 

Mr.  Roach  again  told  me  that  I  qualified  as  an  SBA  loan.  He  said 
that  once  the  application  was  complete,  he  would  send  it  in  direct 
contact  to  the  SBA  district  office  in  Atlanta,  Georgia.  He  said  that 
I  had  to  pay  him  a  packaging  fee  of  $3,500  before  the  loan  applica- 
tion could  be  mailed  to  the  SBA  district  office  in  Atlanta. 

I  gave  Mr.  Roach  a  personal  check  in  the  amount  of  $3,500.  Mr. 
Roach  then  called  my  tax  consultant  and  advised  her  that  he  had 
obtained  my  signature  on  the  SBA  application  and  that  he  would 
be  bringing  the  SBA  application,  along  with  other  documents  for 
her  to  complete. 

On  June  20,  1992,  Mr.  Roach  called  and  said  that  he  needed  a 
cashier's  check  for  $3,500.  He  said  he  would  return  my  personal 
check  as  soon  as  he  received  the  cashier's  check.  He  asked  me  to 
make  the  cashier's  check  payable  to  F.S.H.  and  Associates,  Harry 
Roach,  and  mail  it  to  4725  Dorsey  Hill  Drive,  Ellicott  City,  Mary- 
land. 

I  got  the  cashier's  check  and  mailed  it  to  him  on  June  24,  1992. 
Two  days  later  I  received  a  call  from  Mr.  Roach.  He  said  that  the 
SBA  office  in  Atlanta  was  having  problems  processing  the  applica- 
tion, that  he  needed  an  additional  $200  so  that  he  could  travel  to 
Atlanta  to  check  on  the  loan  application.  He  told  me  to  wire  the 
money  to  him  and  gave  his  wire  transfer  account  number  at  Mary- 
land National  Bank,  Baltimore. 

I  wired  the  $200.  Mr.  Roach  cashed  the  cashier's  check  and  never 
returned  my  personal  check. 


In  August  1992,  Mr.  Roach  tried  cashing  my  personal  check. 
However,  the  bank  refused  to  honor  it.  I  was  charged  $12  for  that 
check  because  Mr.  Roach  presented  it  to  the  bank. 

On  August  5,  1993,  I  was  contacted  by  a  special  agent  from  the 
SBA  Office  of  Inspector  General,  who  was  investigating  the  activi- 
ties of  Mr.  Roach.  I  was  only  too  happy  to  cooperate. 

On  April  4,  1994,  Mr.  Roach  was  indicted  by  the  Commonwealth 
Attorney,  State  of  Virginia,  on  charges  of  conspiracy  and  false  pre- 
tense. On  August  10,  1994  he  pled  guilty  to  one  count  of  conspiracy 
and  one  count  of  false  pretense.  He  was  sentenced  to  a  5-year  pris- 
on term,  placed  on  a  5-year  probation  and  ordered  to  pay  me  res- 
titution of  the  $3,700.  I  have  not  received  any  of  the  money  that 
the  court  ordered  Mr.  Roach  to  repay. 

Mr.  Chairman,  I  recognize  I  was  taken  advantage  of  by  a  group 
of  well  organized  con  artists.  However,  the  scheme  that  was  used 
on  me  could  still  be  used  today  on  other  unsuspecting  business 
owners.  Other  than  a  phony  business  card,  I  was  not  shown  any 
official  identification;  nor  was  I  furnished  any  information  about 
the  rights  or  obligations  in  obtaining  an  SBA  loan  through  these 
individuals.  I  had  no  idea  if  the  fees  I  was  charged  were  legitimate 
or  reasonable. 

I  do  feel  that  the  public  needs  to  be  protected  from  schemes  such 
as  this,  particularly  where  Government  funds  or  loan  guarantees 
are  involved. 

When  I  started  calling  SBA  in  Atlanta  to  check  on  the  status  of 
my  loan  application,  I  was  only  told  that  there  was  no  record  of 
any  application  being  filed.  I  explained  that  Mr.  Roach  was  an  SBA 
employee  and  submitted  my  loan  application.  I  was  told  that  there 
was  no  employee  by  that  name  in  Atlanta.  I  was  not  informed  that 
Mr.  Roach  was  not  listed  as  a  packager  in  the  Atlanta  office;  nor 
was  I  informed  that  I  should  report  this  matter  to  any  authority. 
I  merely  stopped  calling,  thinking  that  my  money  was  gone. 

I  believe  that  there  needs  to  be  some  level  of  control  over  these 
individuals  and  the  business  community  needs  to  be  informed  as 
to  who  can  properly  represent  the  bank  or  the  SBA  in  packaging 
loan  applications. 

Mr.  Chairman,  this  concludes  my  testimony  and  I  would  be 
happy  to  answer  any  questions. 

Chairman  Torkildsen.  Thank  vou,  Mr.  Tomlinson.  I'll  hold  off 
questions  until  after  all  witnesses  nave  testified. 

[Mr.  Tomlinson's  statement  may  be  found  in  the  appendix.] 

Next  we'll  hear  from  Karen  Lee,  who  is  the  Deputy  Inspector 
General  of  the  SBA.  Ms.  Lee? 

TESTIMONY  OF  KAREN  LEE,  DEPUTY  INSPECTOR  GENERAL, 
U.S.  SMALL  BUSINESS  ADMINISTRATION 

Ms.  Lee.  Thank  you,  Mr.  Chairman.  This  morning  I  will  be  dis- 
cussing the  loan  packager  problems  that  we  have  identified  and 
offer  some  recommendations.  I  will  also  talk  briefly  about  lender 
service  providers. 

We've  identified  three  categories  of  individuals  who  are  involved 
in  the  SBA  loan  process:  Brokers,  lender  service  providers,  and 
loan  packagers.  The  definitions  of  these  categories  are  not  always 
clear-cut,  but  generally  speaking,  a  loan  broker  or  referral  agent 


represents  the  banks  in  searching  out  deals.  Banks  normally  make 
the  payments  to  the  brokers. 

A  lender  service  provider  may  represent  the  interest  of  lenders 
in  identifying  business,  servicing  loans,  advising  on  secondary  mar- 
keting sales,  and  liquidating  foreclosures,  as  well  as  the  interest  of 
loan  applicants  by  assisting  in  the  application  process.  Brokers  and 
service  providers  frequently  receive  contingent  fees  and  servicing 
fees  on  an  ongoing  basis. 

A  loan  packager  assists  applicants  through  the  actual  prepara- 
tion of  SBA  forms.  The  packager  is  normally  employed  by  and  paid 
for  by  the  applicant. 

We  first  became  aware  of  lender  service  providers  when  we  did 
an  audit  of  two  banks  in  Georgia.  The  Georgia  provider  obtained 
potential  borrowers  through  advertising  or  referrals  and  assigned 
a  loan  packager  to  prepare  the  application  form.  The  provider 
would  review  the  loan  and  present  it  to  a  client  lender.  If  tne  lend- 
er rejected  the  application,  the  provider  would  take  it  to  another 
client  lender,  repeating  the  process  until  the  applicant  either  re- 
ceived the  loan  or  it  became  clear  that  they  did  not  qualify. 

The  packager  was  paid  a  fee  by  the  borrower,  usually  1  percent 
of  the  loan;  tne  provider  was  paid  by  the  bank,  usually  one-half  of 
the  loan  servicing  fees  and  one-half  of  the  premium  earned  on  the 
sale  of  the  guaranteed  portion  on  the  secondary  market.  In  some 
cases,  the  provider  and  the  lender  would  split  losses  on  the 
unguaranteed  portion  if  the  borrower  defaulted. 

We  were  concerned  with  this  contingency  fee  arrangement,  which 
was  contrary  to  agency  regulations,  because  the  provider  was  paid 
only  when  a  loan  was  approved.  As  you  can  see,  the  provider  had 
influence  over  both  the  manner  in  which  the  application  was  pre- 
sented and  the  recommendation  for  approval. 

The  splitting  of  losses  on  defaulted  loans  between  the  bank  and 
the  provider  was  also  contrary  to  regulation.  The  special  relation- 
ship between  the  provider  ana  the  packager  clearly  precluded  inde- 
pendent representation  of  both  the  borrower  and  the  lender  and 
created  the  potential  for  conflict  of  interest. 

In  response  to  our  audits,  the  SBA's  Office  of  Financial  Assist- 
ance developed  a  model  agreement  for  lender  service  providers 
which  addressed  many  of  the  issues  and  concerns  that  were  raised 
by  our  audit. 

Let  me  turn  now  to  some  of  the  problems  caused  by  loan  pack- 
agers and  the  results  of  our  investigations  over  the  past  5  years. 

In  the  7(a)  business  loan  program,  criminal  investigations  have 
been  initiated  on  323  individuals  involving  loan  applications  pre- 
pared by  19  different  loan  packagers.  This  figure  represents  34  per- 
cent of  all  criminal  fraud  cases  initiated  by  the  OIG  in  the  7(a)  Pro- 
gram during  this  5-year  period.  Potential  loss  to  the  Grovernment 
exceeds  $125  million. 

In  the  disaster  assistance  loan  program,  110  investigations  have 
been  opened  involving  three  packagers,  with  over  $44  million  at 
risk. 

To  date,  these  cases  have  resulted  in  42  indictments,  38  convic- 
tions, and  over  $2.2  million  in  fines  and  restitution.  We  currently 
have  over  200  individuals,  packagers  and  applicants,  under  active 
investigation. 


The  schemes  that  these  packagers  use  to  defraud  the  borrower, 
the  lender,  the  SBA,  or  some  combination  thereof,  are  many  and 
varied.  They  include  submitting  false  or  fictitious  applications,  in- 
cluding false  invoices,  liens,  financial  statements  and  tax  returns; 
charging  excessive  fees  for  their  services;  falsifying  or  omitting  re- 
quired fee  information  to  the  SBA;  concealing  the  true  name  of  the 
packager  by  using  a  fictitious  name;  requiring  kickbacks  from  bor- 
rowers and  other  incentives,  such  as  the  signing  of  a  management 
agreement  or  consulting  contract;  making  misstatements  to  appli- 
cants, such  as  "We  can  guarantee  that  we  can  get  you  an  SBA 
loan;"  deliberately  providing  false  information  regarding  the  use  of 
the  loan  proceeds;  convincing  borrowers  that  they  should  allow  the 
packager  to  make  disbursements  from  the  loan  proceeds;  charging 
other  kinds  of  contingency  or  finders  fees,  for  which  there  is  no  pro- 
vision in  SBA  regulations;  occasionally,  illegal  collusion  with  lend- 
ing officials;  conspiracy  with  borrowers  to  submit  a  totally  false 
package  when  no  business  exists  at  all;  and  a  couple  of  instances 
where  we've  had  attempted  bribes  or  allegations  of  bribes  against 
SBA  officials. 

The  number  of  loans  that  can  be  affected  by  a  packager  can  be 
substantial  and  it  is  a  major  concern.  In  one  case  alone,  we  had 
approximately  100  loan  applications  submitted  by  a  pair  of  pack- 
agers using  fictitious  names.  These  individuals  also  concealed  the 
amount  of  their  fees,  while  they  were  actually  charging  up  to  35 
percent  of  the  loan  amount. 

Fortunately,  SBA  loan  officers  spotted  several  discrepancies  and 
reported  them  to  us.  Because  of  the  fictitious  names,  we  could  not 
immediately  assess  the  extent  of  the  fraud.  However,  after  an  ar- 
rest was  made  in  a  related  case,  we  got  lucky  and  a  concerned  citi- 
zen came  forward  and  identified  the  packagers.  So,  far  in  this  case, 
we've  had  17  convictions  and  we  still  have  a  number  of  people 
under  investigation. 

There  are  other  examples  of  situations  we  run  into.  In  one  case, 
a  bank  employee  was  also  packaging  loans  and  pled  guilty  to  bank 
embezzlement  because  the  employee  was  charging  the  lender  for 
nonexistent  loan  packages. 

In  another  case,  the  Office  of  the  Controller  of  the  Currency 
sanctioned  the  bank  because  of  its  poor  underwriting  practices. 
Court  papers  identified  a  bank  employee  and  a  loan  packager  as 
the  individuals  responsible  for  these  underwriting  problems. 

As  you  mentioned  in  your  opening  statement,  at  the  present 
time,  the  agency  lacks  reliable  information  on  packagers  and  there 
is  very  little  regulation,  very  little  in  terms  of  requirements  for 
knowledge,  no  code  of  ethics,  and  no  background  investigation  on 
packagers. 

Because  we  have  no  reliable  estimate  of  the  number  of  packagers 
in  operation  today,  we  can  only  hope  that  the  cases  involving  pack- 
ager corruption  are  a  small  part  of  the  industry.  Nonetheless,  we 
believe  we  must  remain  skeptical  and  vigilant  as  SBA  oversight  re- 
sources decline  and  OIG  resources  are  held  static,  at  a  time  when 
the  SBA  loan  portfolio  is  increasing  and  more  responsibility  is 
being  placed  on  the  agency's  lending  partners. 

As  I  stated  in  testimony  before  this  subcommittee  in  May,  the 
SBA  has  a  fraud  prevention  task  force  that  is  working  on  these 


problems,  as  well  as  others.  The  task  force's  loan  packager  commit- 
tee has  developed  proposals  to  address  the  problems  we've  found. 
These  proposals  will  be  summarized  by  Ms.  Forbes  in  her  testi- 
mony. 

I  would  only  like  to  say  that  we  have  recommended  basically  four 
major  elements  that  we  think  should  be  included.  One  is  a  registra- 
tion process  that  would  require  the  packager  to  demonstrate  an  ac- 
ceptable level  of  knowledge  about  various  loan  programs. 

Second,  the  issuance  of  a  certification  to  registered  packagers 
that  would  give  potential  applicants  some  idea  that,  indeed,  this 
person  did  exhibit  some  minimum  level  of  knowledge.  Third,  a 
character  background  check,  including  an  FBI  criminal  history 
check,  as  part  or  this  registration  process. 

Finally,  good  information  to  loan  applicants  about  the  respective 
responsibilities  of  packagers,  brokers,  and  service  providers  and  the 
kinds  of  fees  and  service  that  the  applicant  can  expect  from  them. 
In  that  way,  a  potential  applicant  can  make  an  informed  choice. 

We've  worked  very  closely  with  the  agency  on  this.  We  will  con- 
tinue to  do  so.  That  concludes  my  formal  testimony  and  I'll  be 
happy  to  answer  any  questions. 

Chairman  TORKILDSEN.  Thank  you,  Ms.  Lee.  Now  we  will  hear 
from  Patricia  Forbes,  the  Acting  Associate  Deputy  Administrator 
for  Economic  Development.  Ms.  Forbes. 

[Ms.  Lee's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  PATRICIA  FORBES,  ACTING  ASSOCIATE  DEP- 
UTY ADMINISTRATOR  FOR  ECONOMIC  DEVELOPMENT,  U.S. 
SMALL  BUSINESS  ADMINISTRATION,  ACCOMPAIVIED  BY 
JOHN  COX,  ASSOCIATE  ADMINISTRATOR  FOR  FINANCIAL  AS- 
SISTANCE 

Ms.  Forbes.  Thank  you.  Grood  morning,  Mr,  Chairman.  I  have 
accompanying  me  today  John  Cox,  who  is  the  Associate  Adminis- 
trator for  Financial  Assistance.  He  is  directly  responsible  for  the 
administration  of  SBA's  7(a),  504,  and  microloan  demonstration 
lending  programs. 

We  appreciate  the  opportunity  to  appear  before  you  to  discuss 
the  relationship  between  SBA  and  loan  packagers,  lenders,  and  the 
clientele  they  serve. 

I  cannot  emphasize  enough  how  much  we  value  the  strong  work- 
ing relationships  that  SBA's  Program  offices  maintain  with  the 
agency's  Office  of  Inspector  General,  what  we  call  the  OIG.  In  our 
fraud  prevention  efforts,  the  OIG  and  SBA's  program  offices  are 
truly  partners.  I'm  pleased  to  report  that  approximately  60  percent 
of  all  referrals  to  the  OIG  come  from  SBA  employees. 

Before  I  describe  our  fraud  prevention  efforts,  however,  I  would 
like  to  put  into  perspective  the  volume  of  loan  activity  and  the  inci- 
dence of  possible  fraud  mentioned  by  Ms.  Lee. 

As  her  testimony  indicates,  during  the  last  5  years,  criminal  in- 
vestigations have  Deen  initiated  on  323  individuals  in  connection 
with  7(a)  loan  applications. 

During  that  same  period,  SBA  received  more  than  250,000  7(a) 
applications.  Therefore,  the  percentage  of  applications  that  have 
been  subject  to  criminal  investigation  is  approximately  ^yioo  of  1 
percent. 


8 

As  you  know,  Mr.  Chairman,  from  testimony  previously  pre- 
sented before  the  House  Small  Business  Committee,  SBA's  current 
7(a)  Program  loss  rate  is  approximately  1.3  percent.  This  low  loss 
rate  includes  all  tj^es  of  losses  sustained  on  loans,  including  those 
resulting  from  fraud. 

Even  though  the  incidence  of  fraud  evident  in  SBA's  loan  pro- 
grams is  extremely  low,  the  issue  of  fraud  prevention  is  one  of  criti- 
cal importance  to  this  agency.  I  would  now  like  to  tell  you  about 
some  of  the  agency's  activities  designed  to  further  lessen  the  possi- 
bility of  fraudulent  activities  in  our  business  loan  programs. 

During  the  past  year  we  have  come  to  realize  that  because  of 
changes  in  the  marketplace,  our  long-standing  regulations  and 
guidelines  pertaining  to  loan  packagers  no  longer  meet  the  agency's 
needs.  Historically,  loan  packagers  provided  their  services  only  to 
prospective  borrowers.  Over  the  years,  however,  traditional  loan 
packagers  have  responded  to  the  growth  and  changes  in  the  lend- 
ing industry  by  modifying  or  expanding  their  operations.  They  now 
may  provide  loan  packaging  and  servicing  functions  directly  to 
SBA's  lending  partners. 

In  addition,  new  individuals  and  entities  have  entered  the  mar- 
ketplace and  now  provide  one  or  more  of  a  variety  of  loan  packag- 
ing and  lending  services.  SBA's  primary  concern  regarding  loan 
packagers  is  that  the  small  business  have  the  opportunity  to  be- 
come fully  aware  of  all  fees  that  the  packager  may  receive  and  any 
potential  conflicts  of  interest  that  may  result  from  such  fees. 

Last  year,  SBA  convened  a  fraud  prevention  working  group, 
which  was  mentioned  by  Ms.  Lee  in  her  testimony.  It  included  rep- 
resentatives from  the  Offices  of  the  Inspector  General,  the  General 
Counsel,  Disaster  Assistance  and  Financial  Assistance.  This  work- 
ing group  was  tasked  with  looking  at  the  loan  packaging  industry 
and  designing  appropriate  loan  packager  reforms. 

As  a  result,  SBA  is  pursuing  three  courses  of  action.  First,  we 
are  workm|f  with  lender  representatives  to  develop  a  registration 
system,  traming  program  and  loan  packaging  code  of  ethics. 

Next,  we  are  developing  systems  to  allow  us  to  know  more  about 
loan  packagers'  backgrounds,  the  types  of  services  they  provide, 
their  operational  areas,  fee  structures,  et  cetera. 

Finally,  we  are  developing  a  means  of  assuring  that  a  loan  appli- 
cant receives  full  disclosure  of  the  services  being  provided  by  the 
packager. 

Our  concern  is  at  what  point  in  time  the  packager  ceases  to  have 
the  best  interest  of  the  applicant  at  heart  and  begins  to  structure 
the  package  on  such  terms  as  will  provide  for  the  greatest  possible 
referral  fee  to  itself  as  a  referral  agent,  or  the  greatest  income  to 
the  lender. 

SBA  proposes  to  address  this  concern  by  requiring  smy  packager 
wishing  to  also  act  as  a  referral  agent  to  disclose  all  fees  in  a  writ- 
ten statement  to  the  applicant. 

In  addition  to  loan  packagers  and  referral  agents,  SBA  has  seen 
an  increase  in  the  number  of  lender  service  providers,  as  well  as 
in  the  variety  of  services  that  these  entities  provide  for  lenders,  as 
outlined  by  Ms.  Lee  in  her  testimony. 

The  decision  whether  to  perform  all  of  the  traditional  lender 
services  in-house  or  to  contract  out  some  of  those  services  to  a  third 
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party  is  for  the  lender  to  make.  Only  to  the  extent  that  a  small 
business  concern  may  suffer  from  such  an  arrangement  will  SBA 
take  action  pursuant  to  its  regulations. 

Under  SBA  regulations,  it  is  the  lender  that  is  ultimately  respon- 
sible for  servicing  the  loan.  Any  failure  to  meet  prudent  industry 
standards  which  results  in  a  loss  or  likely  loss  on  a  loan  is  grounds 
for  an  SBA  denial  of  its  guarantee. 

In  order  to  avoid  conflicts  of  interest,  the  agency  proposes  that 
our  new  policies  prohibit  a  lender  service  provider  from  being  com- 
pensated by  both  the  lender  and  the  applicant  on  the  same  loan 
package. 

In  conclusion,  Mr.  Chairman,  although  the  number  of  fraud  cases 
involves  only  a  very  small  percentage  of  our  loan  applicants,  SBA's 
fVaud  prevention  activities  clearly  demonstrate  that  SBA  shares 
the  concern  of  this  subcommittee  regarding  the  need  to  protect  the 
agency's  lending  programs  from  fraud  on  any  level  from  any  source. 
The  cnanges  that  we  have  outlined  here  today  regarding  the  oper- 
ations of  loan  packagers,  referral  agents,  and  lender  service  provid- 
ers, will  go  a  long  way  toward  reducing  fraudulent  activities. 

We  will  continue  to  work  in  this  area  to  assure  that  our  pro- 
grams are  operated  in  such  a  manner  as  to  protect  against  fraud 
and  abuse,  while  still  facilitating  the  most  efficient  and  effective 
loan  process  possible.  Thank  you.  That  concludes  my  prepared  re- 
marks. Mr.  Cox  and  I  will  be  happy  to  answer  any  questions  you 
may  have. 

Chairman  Torkildsen.  Thank  you,  Ms.  Forbes,  for  your  testi- 
mony. Our  next  witness  is  Mr.  Steve  Stultz,  proprietor  of  Stultz  Fi- 
nancial in  Newport  Beach,  California.  He  is  a  loan  packager  and 
consultant  to  small  business.  Mr.  Stultz. 

[Ms.  Forbes'  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  STEVE  STULTZ,  STULTZ  FINANCIAL,  AND  AN- 
THONY R.  WILKENSON,  PRESIDENT  AND  CEO,  NATIONAL  AS- 
SOCIATION  OF  GOVERNMENT  GUARANTEED  LENDERS 

Mr.  Stultz.  Thank  you,  Mr.  Chairman.  You  have  a  copy  of  our 
comments,  which  were  prepared  jointly  by  Tony  Wilkenson  and 
myself,  representing  NAuGL.  In  addition  to  being  on  the  board  of 
NAGGL,  I  am  a  loan  packager,  a  broker,  and  a  consultant.  From 
time  to  time  those  things  vary  and  they  vary  with  competition  and 
the  marketplace. 

As  a  result,  I  also  own  my  own  business  and  I  am  also  a  small 
business  person.  In  operating  my  small  business,  I  contract  out 
many  services  with  other  providers  to  take  care  of  business  for  me 
so  that  I  don't  have  to  spend  my  time  learning  about  things  I  don't 
know  about,  and  I  can  focus  on  what  I  know  how  to  do.  The  service 
that  I  provide  to  lenders  and  to  borrowers  is  the  same  tj^e  of  serv- 
ice that  I  contract  with  others  for. 

The  SBA  has  gone  way  out  of  its  way  over  the  years  to  try  and 
make  it  simpler  for  small  businesses  to  obtain  an  SBA  loan  and 
they've  done  a  good  job.  I've  been  doing  this  for  23  years.  It's  a 
much  easier  process  now  than  it  has  been  in  the  past,  but  it's  still 
not  simple,  and  if  your  job  is  making  widgets  and  selling  widgets 
all  day  long,  you're  distracted  from  your  job  if  you're  trying  to  do 
this  on  your  own. 
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There  are  a  lot  of  cases  of  abuse,  I  believe,  or  I  hear  about.  I 
don't  see  as  many  as  I  hear  about  and  I  know  we're  dealing  with 
a  broad  Nation  with  a  wide  variety  of  interpretation  of  rules.  Some 
of  the  rules  referred  to  in  the  Inspector  General's  report  are 
brought  about  by  activities  which  took  place  in  the  Atlanta  market, 
which  frankly,  in  the  Los  Angeles  market,  where  I  come  from,  I 
never  could  nave  gotten  away  with,  either  the  SBA  would  not  let 
me  in  that  marketplace,  nor  would  competition. 

I  think  in  an  open  and  free  marketplace,  competition  controls 
and  limits  what  people  can  do,  sometimes  more  so  than  regulation 
can. 

The  SBA  is  concerned  about  borrowers  having  to  pay  more  than 
their  fair  share  for  a  loan  or  paying  too  much  for  a  loan  because 
I'm  being  paid  by  a  bank.  You  must  keep  in  mind  that  the  SBA 
rates  have  a  cap  applied  to  them,  so  there  is  an  upper  limit  on  how 
far  they  can  go.  Yet  I'm  not  limited  to  participating  in  the  SBA 
Program.  I  can  assist  a  borrower  in  getting  any  type  of  loan  and 
in  other  types  of  loans,  I  can  make  many  times  the  amount  of 
money,  helping  that  applicant,  than  I  can  make  assisting  them 
with  an  SBA  loan. 

It  happens,  however,  that  because  of  the  terms  of  the  SBA  loan 
and  the  way  the  SBA  loans  are  designed,  they  are  a  better  loan  for 
the  borrower.  People  who  are  there  in  the  long  run  to  help  people 
are  going  to  do  what's  best  for  the  borrower.  In  the  short  run  I 
could  go  make  more  money  doing  something  else  and  I  wouldn't 
have  the  Inspector  General  looking  over  what  I  was  doing  in  the 
first  place. 

The  Inspector  General's  OflRce  also  indicated  that  the  number  of 
fraud  cases  has  gone  up  in  the  last  3  years.  I'd  like  to  point  out 
that  at  the  same  time,  the  SBA's  volume  has  gone  up  substantially 
in  the  last  3  years.  During  that  same  period  of  time,  we  instituted 
the  tax  verification  process.  So,  all  of  a  sudden,  they  have  a  lot  of 
situations  being  referred  to  them  that,  had  we  not  initiated  the  tax 
verification  process,  would  not  have  been  sent. 

So,  I  think  that  probably  the  real  world  is  that  there  is  not  as 
much  fraud  going  on  because  the  people  who  are  committing  that 
fraud  are  now  aware  that  there  are  procedures  to  prevent  it,  and 
I  think  it's  really  limited  that  activity. 

Also,  I  was  somewhat  troubled.  In  the  Inspector  General's  writ- 
ten comments  they  indicated  that  they  were  troubled  by  borrowers 
or  packagers  who  shopped  loans.  I'd  like  to  know  how  many  of  the 
people  who  get  SBA  loans  haven't  shopped  one  bank  versus  an- 
other and,  as  a  loan  officer  in  a  bank,  I  would  consider  it  a  prudent 
business  practice  for  a  businessman  to  go  and  see  what  one  bank 
has  to  offer  compared  to  another.  Believe  me,  they  are  not  all  the 
same,  and  I  think  that  it's  really  to  the  advantage  of  the  SBA  to 
be  making  loans  to  people  who  are  running  their  business  pru- 
dently and  trying  to  make  a  proper  decision. 

We  have  outlined  our  proposals,  which  wer^  really  dreamt  up  a 
little  over  a  year  ago  in  a  meeting  we  had  in  Stillwater,  and  I  think 
the  SBA  has  refined  these  things  somewhat  over  the  last  year 
through  subsequent  meetings,  but  what  the  Inspector  General  is 
asking  for  and  the  SBA  is  proposing  and  NAGGL  is  recommending 
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are  really  quite  close  to  one  another,  and  I  think  it's  really  a  mat- 
ter of  implementing  these  activities. 

As  a  service  provider,  packager  and  broker  who's  been  doing  this 
for  a  number  of  years,  I  think  it  would  be  easier  for  me  to  do  busi- 
ness with  registration  so  that  I  could  point  to  my  potential  cus- 
tomer and  say  that  "I  am  registered  and  if  you  want  to  go  check 
it  out,  here's  how  you  go  check  it  out." 

So,  I'm  very  much  in  favor  of  everything  that's  been  proposed 
and  would  like  to  thank  you  for  the  opportunity  to  say  so. 

[Mr.  Stultz'  statement  may  be  found  in  the  appendix.] 

[????Mr.  Wilkinson's  statement  may  be  found  in  the  appendix.] 

Chairman  ToRKiLDSEN.  Thank  you,  Mr,  Stultz,  and  thank  you 
for  the  written  statement  that  you  submitted,  along  with  Mr. 
Wilkinson.  As  I  understand  it,  you  don't  have  any  other  additional 
comments  to  make  and  with  that,  we'll  start  with  some  of  the  ques- 
tioning. 

Mr.  Tomlinson,  I  noticed  in  your  statement  that  the  individual 
who  literally  ripped  you  off  was  indicted  by  the  Commonwealth  At- 
torney. 

Mr.  TOMLISON.  Yes. 

Chairman  Torkildsen.  Perhaps  for  any  of  the  witnesses,  are 
these  types  of  crimes  ever  prosecuted  under  Federal  courts,  or  is 
it  entirely  up  to  the  State  courts  to  treat  this  as  a  fraud  case? 

Ms.  Lee.  Perhaps  I  can  answer  that  for  you.  In  this  particular 
situation,  because  nothing  was  ever  actually  submitted  to  the  SBA, 
there  was  no  false  statement  made  to  the  Federal  Grovernment. 
Therefore,  there  was  no  way  the  case  could  be  prosecuted  under 
Federal  law. 

Our  only  option,  then,  was  to  go  to  the  State's  attorney  general 
to  see  whether  or  not  the  State  would  be  willing  to  prosecute  under 
State  law.  Indeed,  they  did  so. 

This  has  happened  in  several  cases  where  we  have  found  a  pack- 
ager who  has  gone  through  the  process  but  never  submitted  any- 
thing to  the  SBA,  Because  there's  no  false  statement  made  to  the 
SBA,  we  have  to  go  the  State  route. 

Chairman  Torkildsen,  So,  most  of  the  prosecutions  are  done  at 
the  Federal  level,  then? 

Ms.  Lee.  Yes.  Most  of  them  are  indeed  at  the  Federal  level. 

Chairman  Torkildsen.  A  few  rare  ones  with  circumstances  simi- 
lar to  this  one,  Mr.  Tomlinson's  particular  example. 

The  other  point  that  comes  to  mind,  listening  to  the  testimony, 
first  of  all,  the  recommendations,  for  cutting  down  on  this  fraud  are 
solid.  Has  any  thought  been  given  to  requiring  loan  repackagers  to 
be  bonded,  as  some  financial  and  other  private  sector  employees 
are  required  to  be  bonded,  depending  on  their  line  of  work?  Has 
any  thought  been  given  to  that? 

Mr.  Cox.  We  have  not  discussed  that.  It  could  be  an  avenue  that 
we  could  explore. 

Chairman  Torkildsen.  I  would  like  to  ask  that  you  do  explore 
that.  I  think  it's  one  way  to  have  the  private  sector  both  look  at 
the  credibility  of  individuals  who  present  themselves  as  loan  pack- 
agers, as  well  as  offer  a  recourse  for  someone  who  may  be  ripped 
off  in  the  future.  Again,  it's  done  in  a  number  of  professions  and 
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I  think  if  you  add  that  to  the  other  steps  that  you're  advocating, 
I  think  it  would  be  a  very  positive  step  forward. 

Does  anyone  have  any  thoughts  on  why  that  would  not  be  a  good 
idea? 

Mr.  Stultz.  I've  never  looked  at  it  myself  but  I  would  think  that 
there  would  be  a  cost  associated  with  that,  and  you're  dealing  with 
an  industry  that  is  so  small,  a  bonding  entity  might  not  really  be 
familiar  with  what  they're  even  dealing  with.  As  we've  discussed 
in  these  testimonies,  there  are  many  activities  that  kind  of  shift 
back  and  forth  and  it  might  be  kind  of  hard  for  them  to  put  a  fig- 
ure on  what  kind  of  risk  they're  really  dealing  with. 

Chairman  TORKILDSEN.  Yes.  Obviously  it  would  take  some  time 
for  them  to  develop  rates,  but  normally  my  understanding  is  that 
they  do  develop  rates  commensurate  with  the  risk  that  they  are 
taking  and  thev  do  very  thoroughly  research  what  risk  they  are 
taking  before  tney  commit  to  a  financial  obligation.  So,  obviously 
that  would  take  some  time  to  work  out,  but  that  can  be  studied, 
as  well. 

Mr.  Tomlinson,  your  tax  consultant  that  this  individual  was  sup- 
posed to  consult,  did  he  ever  do  that?  Did  he  ever  contact  them  at 
all? 

Mr.  Tomlinson.  Yes,  he  did. 

Chairman  Torkildsen.  What  was  their  connection?  Did  he  just 
have  a  phone  call  or  did  thev  do  any  work? 

Mr.  Tomlinson.  She  had  an  omce  there  in  Ridgeway,  Virginia 
and  one  in  Baltimore,  and  the  day  that  he  came  by,  she  was  in  her 
Ridgeway  office.  He  delivered  the  paperwork  over  to  her  there  at 
the  Ridgeway  office. 

We  never  could  tie  in  a  conspiracy  between  the  two.  However, 
she  was  brought  to  trial  also  and  was  cleared  because  of  the  lack 
of  evidence  against  her.  We  are  sure  that  she  was  involved  but  we 
don't  know  —  there  was  no  proof 

Chairman  Torkildsen.  Because  my  next  question  would  have 
been  did  she  ever  tip  you  off  that  something  was  amiss  but  obvi- 
ously, if  she  was  prosecuted,  even  if  there  was  no  finding  there,  ob- 
viously you  had  your  own  concerns  on  that.  Very  good. 

Another  point  would,  I  g^ess  for  the  auditing  that  takes  place, 
if  I  remember  the  figure  correctly,  it's  ^^100  of  1  percent  are  re- 
viewed. Is  that  the  correct  number,  Ms.  Forbes? 

Ms.  Forbes.  Yes,  323  criminal  investigations  out  of  250,000 
loans  processed. 

Chairman  Torkildsen.  To  get  to  that  point  where  you  have  that 
percentage  of  criminal  cases,  now  many  cases  are  actually  reviewed 
before  you  determine  which  ones  are  legitimate  for  criminal  pros- 
ecution? 

Ms.  Forbes.  Sixty  percent  of  the  OIG's  cases  are  referred  by  SBA 
program  personnel.  The  others  are  referred  in  various  manners.  I 
think  Ms.  Lee  can  answer  that. 

Ms.  Lee.  We  get  referrals  from  a  number  of  sources.  As  has  been 
mentioned,  on  average,  over  60  percent  of  them  come  from  SBA 
employees  themselves,  which  is  wonderful.  Without  the  employees 
on  the  alert  for  these  sorts  of  things,  we'd  be  in  big  trouble. 

We  get  some  of  our  investigations  as  the  result  of  citizen  com- 
plaints. Some  of  our  investigations  flow  out  of  the  audit  work  that 
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we  do.  When  our  auditors  see  something  that  indicates  fraud  may 
be  involved,  they  refer  it,  of  course,  to  our  Investigations  Division. 

Occasionally  we  will  get  referrals  from  other  agencies,  either 
State  or  Federal,  because  they've  run  across  something  that  in- 
volves SBA  that  doesn't  look  right. 

Every  now  and  then  we  pick  something  up  out  of  a  newspaper 
that  leads  us  to  wonder  what's  going  on  and  we  pursue  it  further. 

We  get  far  more  referrals  than  we  have  resources  to  investigate. 
As  an  example,  in  fiscal  year  1995  alone,  approximately  160  cases 
involving  over  $20  million  in  potential  losses  were  declined  by  us 
because  we  simply  didn't  have  sufficient  resources  to  open  an  in- 
vestigation. 

In  addition,  we  do  refer  some  investigations  to  other  Federal 
agencies.  The  FBI  and  the  Secret  Service  help  us  out.  If  we  get  a 
particularly  strong  case  with  a  substantial  dollar  amount  involved 
that  we  feel  very  strongly  needs  to  be  investigated  and  we  simply 
don't  have  anybody  to  work  it  at  the  time,  we'll  try  to  see  if  the 
FBI  or  the  Secret  Service  can  help  us  out. 

Chairman  ToRKiLDSEN.  So,  how  many  total  referrals  do  you  re- 
ceive in  an  average  year,  would  you  say? 

Ms.  Lee.  We  receive  something  in  the  neighborhood  of  600  to  700 
referrals  a  year.  At  the  moment  we  have  354  active  investigations. 
On  average,  there  are  roughly  three  subjects  per  investigation, 
which  means  we  have  roughly  1,000  to  11,000  people  under  inves- 
tigation at  the  present  time. 

Now,  that  includes  all  SBA  Programs.  The  big  ones,  obviously, 
are  the  7(a)  business  loan  program  and  the  disaster  loan  program. 
A  few  of  those  will  be  in  tne  surety  bond  area,  the  8(a)  Program, 
and  other  programs. 

Chairman  Torkildsen.  But  the  number  you  said  was  116  cases 
you  were  not  able  to 

Ms.  Lee.  160. 

Chairman  Torkildsen.  160  you  were  not  able  to  investigate  be- 
cause of  lack  of  resources. 

Ms.  Lee.  Yes.  There's  no  way  we  could  do  anything. 

Chairman  Torkildsen.  That's  a  very  significant  percentage  of 
the  total  referrals  you're  receiving,  then,  that  you're  not  even  able 
to  look  at. 

Ms.  Lee.  That's  correct. 

Chairman  Torkildsen.  I  think  that  underscores  the  need  for 
other  forms  of  oversight  and  the  reason  that  we're  having  this 
hearing  here  today. 

Ms.  Lee.  As  Mr.  Stultz  mentioned  in  his  testimony,  one  of  the 
things  that  I  think  is  helping  a  great  deal  is  the  tax  return  verifica- 
tion program  that  we  are  working  through  the  IRS.  We've  had  oc- 
casional glitches  in  that  process,  out  we  think,  on  the  whole,  it  is 
working  very  well. 

As  applicants  are  learning  that  we  do  verify  with  the  IRS  the  fi- 
nancial data  is  that  is  submitted  to  the  SBA,  we've  had  some  anec- 
dotal evidence  that  some  people  have  come  into  banks,  received  ap- 
plication packages,  been  advised  that  they  would  have  to  sign  the 
IRS  waiver  form  and  that  the  financial  data  they  submit  will  be 
verified  against  IRS  tax  records,  and  they  walk  out  and  never  show 
up  again. 
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Now,  how  many  of  those  do  not  return  because  of  the  verification 
process  and  how  many  never  show  up  because  of  other  reasons,  we 
just  don't  know.  But  we  do  think  that  program  is  working  very  well 
and  is  indeed  cutting  down  on  the  amount  of  potential  fraud  that 
could  be  committed  against  the  agency.  So  we're  very  pleased  with 
that. 

Mr.  Wilkinson.  Mr.  Chairman,  if  I  might  add  to  that,  we  agree 
that  the  process  is  a  worthy  one  to  go  through  but  we  are  working 
with  the  SBA  and  the  IG's  office  to  work  out  a  system  that  moves 
just  a  little  quicker.  There  have  been  instances  where  many  of  the 
tax  return  verifications  are  not  returned  from  the  IRS  for  many, 
many  days,  causing  loan  closings  to  be  missed,  contract  closing 
dates  to  be  missed,  and  I  know  the/re  taking  a  look  at  it. 

The  system  is  a  good  one.  We'd  just  like  to  work  on  the  response 
time,  so  that  we  can  get  those  things  back  in  a  timely  fashion. 

Chairman  Torkildsen.  Mr.  Wilkinson,  would  you  have  any  sug- 
gestions on  how  that  might  be  sped  up,  from  your  knowledge  of  it, 
on  the  private  sector  end? 

Mr.  Wilkinson.  Well,  I'm  under  the  impression  that  the  IG's  of- 
fice is  working  with  IRS  to  centralize  the  verification  process,  so 
there  will  be  one  or  two  sites  across  the  country  that  will  handle 
the  returns.  Right  now,  we're  filing  verification  requests  all  over 
the  country.  Some  offices  are  responding  within  3  to  10  days;  other 
offices  are  45  to  60. 

Ms.  Lee.  That  is  correct.  We  are  working  very  closely  with  the 
IRS.  They  are  tr3ring  to  identify  one  or  possibly  two  sites  where  all 
of  that  processing  would  be  centralized  and  the  staff  at  those  sites 
would  devote  all  of  their  time  to  this  process,  which  means  they 
would  become  expert  at  what  they  were  doing.  It  would  speed  up 
the  process  because  all  the  lenders  would  know  there's  only  one  or 
two  locations  where  they  need  to  send  the  waiver  form.  Turn- 
around time  could  be,  I  think,  decreased  substantially. 

The  IRS,  interestingly  enough,  is  finding  that  a  number  of  lend- 
ers are  very  interested  in  doing  the  same  thing  for  their  conven- 
tional loan  program.  I  think  the  IRS  believes  that  this  can  be  a 
useful  tool  in  a  number  of  ways  and,  therefore  it  is  to  their  benefit, 
as  well  as  to  ours,  that  they  move  toward  centralization.  So,  we  do 
believe  that  will  happen. 

Chairman  Torkildsen.  You  may  not  be  able  to  answer  this  ques- 
tion, but  has  the  IRS's  effort  to  move  to  electronic  filing,  has  that 
sped  up  your  ability  to  check  on  these  forms? 

Ms.  Lee.  I'm  not  so  sure  that  really  has  had  much  impact  be- 
cause generally  what  happens  when  somebody  applies  for  a  loan, 
they  will  submit  the  two  most  recent  tax  returns.  For  example,  if 
somebody  comes  in  during  1995  to  file  an  application,  the  tax  re- 
turns that  we  would  receive  would  be  1994  and  1993,  because  they 
have  not  filed  1995  yet. 

So,  I'm  not  so  sure  that  the  electronic  filing  would  necessarily 
have  much  impact  on  the  turnaround  time. 

Chairman  Torkildsen.  More  I  monopolize  all  the  time,  I'll  ask 
Ms.  Kelly,  did  vou  have  any  questions  for  any  of  the  witnesses? 

Ms.  Kelly.  Thank  you.  I  don't  have  any  questions  for  the  wit- 
nesses but  I  really  think  it's  very  important  that  as  you  address 
the  concerns  that  we're  talking  about  here  today  that  we  not  put 
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in  place  further  bureaucratic  measures  that  will  cost  the  public 
more  money  in  the  agencies.  I  think  it's  one  of  the  things  that  cer- 
tainly this  Congress  is  about,  is  trying  to  reduce  the  cost  of  admin- 
istration. I  just  want  to  go  on  record  as  strongly  urging  you  to  take 
a  look. 

I  was  interested,  Mrs.  Lee,  about  your  comments  on  the  elec- 
tronics because  the  expense  of  electronics,  the  cost/benefit  ratio 
from  that  whole  branch,  it  might  be  more  interesting  that  we 
should  take  another  look  at  that  because  if  we're  going  to  spend  the 
money  on  electronics,  we  want  to  make  sure  we  get  a  result  for 
them. 

You're  getting  quick  advice  there, 

Ms.  Lee.  Just  to  clarify  a  bit  for  you,  one  of  the  things  that  is 
currently  required  by  the  Internal  Revenue  Code  on  this  waiver 
form  is  the  signature  of  the  taxpayer  in  orrjer  for  the  IRS  to  give 
us  the  information.  If  the  IRS  wants  to  see  the  original  signature, 
that  means  we've  got  to  mail  it  in. 

Until  that  law  is  changed  or  modified  in  some  way,  electronic 
transfer  doesn't  help  us  a  whole  lot.  But  yes,  your  point  is  well 
taken. 

Ms.  Kelly.  Exactly,  and  that's  what  I  mean  by  all  of  us  working 
together  to  make  this  thing  work  out  so  that  our  people,  the  people 
who  are  involved  in  the  programs,  really  get  the  net  effect  of  what 
we're  doing. 

Chairman  Torkildsen.  The  other  point,  consistent  with  what 
Congresswoman  Kelly  has  brought  up:  Is  there  an  effort  to  educate 
people  who  loan  packagers  are  not  a  requirement,  that  especially 
with  the  move  to  simplify  the  application  process,  people  don't  have 
to  hire  one,  so  that  they  are  free  to  do  the  paperwork  themselves. 

Is  there  an  effort  to  educate  people  so  if  someone  comes  up  and 
says,  "I  can  do  this  work  for  you,  at  least  people  will  know  that 
this  person  is  offering  a  service,  but  it's  certainly  not  required  at 
any  level  for  them  to  apply? 

Ms.  Forbes.  The  agency's  longstanding  policy  on  this  has  been 
neither  to  encourage  or  discourage  the  use  of  loan  packagers.  We're 
hoping  that  by  making  our  processes  easier,  and  our  paperwork 
shorter,  that  it  will  be  self-evident,  but  I  think  your  point  is  well 
tsjcen.  In  our  loan  trguning  for  our  loan  officers,  we  should  continue 
to  make  the  point  that  packagers  are  not  required. 

Chairman  Torkildsen.  Also,  to  follow  up,  you  mentioned  fraud 
awareness  training.  Could  you  give  a  little  more  detail  on  that?  Ex- 
actly what  is  involved  there,  so  that  people  can  be  on  the  lookout 
for  unscrupulous  individuals: 

Mr.  Cox.  In  each  one  of  our  training  programs  for  our  loan  offi- 
cers, a  representative  of  the  Inspector  General's  Office  provides 
training  on  fraud  prevention  and  how  to  detect  fraud.  All  loan  offi- 
cers going  through  our  three  levels  of  training  will  receive  the  IG 
component. 

Chairman  Torkildsen.  That's  been  going  on  for  some  time  now? 

Mr.  Cox.  For  approximately  the  last  6  months. 

Ms.  Lee.  Yes.  In  addition  to  that,  prior  to  the  specific  training 
for  loan  officers,  we  have  for  some  time  been  doing  briefings  for  all 
agency  employees  —  integrity  awareness,  fraud  awareness  —  to  try 
to  make  employees  aware  not  only  of  the  kinds  of  situations  in 
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which  somebody  mav  try  to  place  them  that  would  compromise 
their  own  integrity,  but  also  trying  to  make  them  aware  of  some 
of  the  kinds  of  things  to  be  on  the  lookout  for. 

We  are,  in  addition,  planning  on  being  at  the  NAGGL  conference, 
which  will  be  in  San  Diego  in  October.  Jim  Hoobler,  the  Inspector 
Greneral,  will  be  there,  and  one  of  the  things  that  we  will  be  talking 
about  is  that  as  the  agency  is  relying  more  and  more  on  its  lenders 
in  the  loan  program,  we  really  need  the  lenders  to  also  be  on  the 
alert  for  potential  fraud. 

We  have  discussed  the  idea  of  trying  to  put  together  a  training 
program  that  we  might  offer,  in  conjunction  with  NAGGL  or  other 
organizations,  to  lenders  themselves,  to  provide  them  the  same 
kind  of  information  on  red  flags,  so  to  speak,  that  we're  providing 
to  the  SBA  loan  officers. 

Chairman  TORKILDSEN.  Thank  you. 

To  give  us  a  little  comparison  for  the  efforts  that  we're  looking 
at  now  and  past  efforts,  for  Ms.  Forbes  or  Mr.  Cox,  could  you  talk 
a  little  bit  about  the  regulations  that  were  designed  after  I  believe 
it's  called  the  Georgia  lender  service  providers  and  the  experience 
with  those  regulations  and  how  they  have  or  haven't  worked? 

Mr.  Cox.  Actually,  Mr.  Chairman,  they  were  not  regulations.  We 
are  rewriting  our  regulations  now  and  they  will  be  fully  imple- 
mented soon.  However,  in  order  for  a  lender  service  provider  to  ap- 
pear before  the  agency,  we  instituted  a  process  where  we  would  re- 
view the  agreements  Between  the  provider  and  the  lender. 

Our  concerns  were  that  some  service  providers  were  sharing  the 
secondary  market  premiums  and  also  taking  a  share  in  loan  losses. 
We  took  steps  to  eliminate  those  situations  right  away.  From  the 
time  that  the  Inspector  Greneral's  office  did  its  review  to  the  time 
that  the  agreements  were  in  place,  lender  service  providers  basi- 
cally suspend  operations.  Then,  once  we  got  those  agreements  in 
place,  we  allowed  them  to  operate  under  the  new  agreements. 

I  think  the  regulations  and  policies  we  will  be  issuing  soon  will 
strengthen  the  program  considerably. 

Chairman  Torkildsen.  How  long  has  it  been  since  those  proce- 
dures were  in  place,  the  regulations? 

Mr.  Cox.  Approximately  9  months. 

Chairman  Torkildsen.  So,  from  your  judgment 

Mr.  Wilkinson.  August  1994. 

Chairman  Torkildsen.  August  1994,  OK,  so  a  little  bit  more. 

From  your  perspective,  is  it  an  adequate  enforcement  mechanism 
from  these  procedures?  Are  they  working  adequately?  Or  what 
we're  looking  at  for  new  regulation,  is  that  needed  because  there's 
something  missing  here? 

Mr.  Cox.  The  full  disclosure  requirement  is  not  in  place  right 
now,  and  I  think  that's  very,  very  important.  The  code  of  ethics  is 
also  not  in  place.  I  think  that  is  certainly  very  important.  We  will 
be  moving  ahead  with  those  two  things.  I  think  it  will  be  a  better 
procedure,  in  total. 

Chairman  TORKILDSEN,  Well,  speaking  for  the  subcommittee,  I 
think  that  watching  the  effect  of  these  new  regulations,  including 
the  code  of  ethics,  will  be  extremely  important,  and  hopefully  we'll 
have  a  hearing  again  next  year  with  an  update,  hopefully  to  meas- 
ure progress  in  this  area. 
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If  there  are  no  further  comments  from  any  of  the  witnesses,  ei- 
ther about  testimony  or  proposals,  seeing  none,  I  thank  all  the  wit- 
nesses for  their  testimony  and  this  hearing  is  adjourned. 

[The  subcommittee  was  adjourned  at  10:55  a.m,  subject  to  the 
call  of  the  chair.] 
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Committee  on  Small  Business 

Subcommittee  on  Government  Programs 

The  House  of  Representatives 

Opening  Remarks 

of 

The  Honorable  Glenn  Poshard 

October  12,  1995 


Thank  you,  Chairman  Torkildsen,  for  holding  today's  hearing  examining  ways 
Congress  can  assist  the  Small  Business  Administration  in  detecting  and  deterring  fraud 
by  loan  packagers.   Because  so  many  small  businesses  around  the  country  rely  heavily 
on  the  advice  and  expertise  of  loan  packagers,  it  is  crucial  the  SB  A  and  ihe  industry 
itself  have  the  means  to  register,  train,  and  establish  a  code  of  ethics  for  loan 
packagers  and  lender  service  providers  as  well. 

Thank  you  again  Chairman  for  holding  this  hearing  on  an  issue  that  impacts  a 
great  many  small  business  owners  and  entrepreneurs.   Thank  you  also  to  the  members 
of  today's  panel.   Please  know  I  look  forward  to  each  of  your  testimony,  and  hope 
that  it  will  bring  us  closer  to  finding  a  solution  to  this  growing  problem  of  fraud 
during  the  loan  packaging  process. 
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OPENING  STATEMENT 

CHAIRMAN  PETER  G.  TORKILDSEN 
SUBCOMMITTEE  ON  GOVERNMENT  PROGRAMS 

LOAN  PACKAGING 

OCTOBER  12,  1995 

10:00  AM 


The  Committee  will  come  to  order. 

We  are  here  today  to  review  the  industry  of  loan  packaging.  Loan 
packaging  has  received  more  attention  over  the  past  year  due  to  the 

increased  number  of  claims  of  FRAUDULENT  ACTIVITY  IN  THE  INDUSTRY. 

The  Small  Business  Administration  (SBA)  issues  loans  to  small 

BUSINESSES  under  TWO  CATEGORIES:     BUSINESS  LOANS  AND  DISASTER 

related  loans.  The  business  loans  are  issued  to  qualified  companies 
who  demonstrate  a  need.  these  loans  are  issued  by  a  bank,  and 
guaranteed  by  the  sba.  the  disaster  loans,  which  are  either  issued 
to  businesses  who  have  sustained  damage  from  a  natural  disaster  or 
to  individuals  whose  homes  have  been  damaged,  come  directly  from 

THE  SBA. 

One  PROBLEM  IN  THE  INDUSTRY  GENERALLY  CAN  ARISE  IN  THE  ISSUANCE  OF 
SMALL  BUSINESS  LOANS  WHEN  AN  UNSCRUPULOUS  LOAN  PACKAGER  DECEIVES 
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HIS  CLIENT,  THE  BORROWER.    THE  LOAN  PACKAGER'S  JOB  IS  TO  ASSIST  THE 
BORROWER  IN  COMPLETING  THE  LOAN,  AND  THEN  TO  GET  THAT  INDIVIDUAL  THE 
BEST  POSSIBLE  RATE  FROM  A  BANK.    IN  THIS  INSTANCE,  THE  PACKAGER  IS 

working  for  the  borrower  and  is  paid  a  fee  for  his  services. 
However,  there  have  been  numerous  examples  of  packagers  not  only 

ACCEPTING  fees  FROM  THE  BORROWER,  BUT  FROM  THE  LENDER  AS  WELL.    THIS 

situation  is  known  as  double-dipping  or  the  two  master  rule. 

Currently,  this  double-dipping  is  not  illegal.  The  SBA  has  stated  it 
IS  working  with  the  loan  packagers  to  regulate  the  practice.  The 
underlying  problem  is  that  there  is  currently  no  system  in  place  to 

TRACK  or  identify  WHO  THE  LOAN  PACKAGERS  ARE.    THIS  ANONYMITY 

allows  packagers  more  freedom  which  the  unscrupulous  ones  use  to 
their  advantage.  some  packagers  go  so  far  as  to  assist  with  the 
application  process,  receive  their  fee,  and  then  leave  town.   many 
receive  illegal  contingency  fees.  again,  problems  of  this  nature 
could  be  substantially  reduced  if  there  was  some  type  of 
registration  or  licensing  system  for  the  packagers  -  some 
accountability. 

When  discussing  packagers  and  fraud,  it  is  important  that  the  irs 

TAX  issue  BE  ADDRESSED.    I  AM  AWARE  THAT  THE  SBA  HAS  INSTITUTED,  AS 
A  RESULT  OF  THE  CALIFORNIA  SITUATION  SOME  YEARS  AGO,    A  PROCESS 
WHERE  WE  NOW  CHECK  ALL  APPLICANT'S  TAX  RETURNS  WITH  THE  IRS.    THIS 
IS  NOW  DONE  BECAUSE  SOME  APPLICANTS  WERE  UNDERSTATING  COST  OF 
GOODS  SOLD  AND  OVERSTATING  NET  PROFITS.    THE  PROBLEM  WAS  DETECTED 
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WHEN  SOME  APPLICATIONS  WHEREIN  THE  GROSS  AND  NET  MARGINS  IN 
SUBMITTED  FINANCIAL  STATEMENTS  WERE  OUT  OF  LINE  WITH  TRADITIONAL 
PERCENTAGES  FOR  VARIOUS  BUSINESSES.     THE  PROCEDURE  WAS  CERTAINLY  A 
STEP  IN  THE  RIGHT  DIRECTION  AND  ONE  THAT  MANY  LENDERS  ARE  NOW 
REQUIRING  FOR  THEIR  NON-SBA  LOANS. 

It  is  important  to  note  that  not  all  LOAN  PACKAGERS  ARE  INVOLVING 
THEMSELVES  IN  FRAUDULENT  OR  ILLEGAL  ACTIVITY.    WE  ARE  HERE  TODAY  TO 
REVIEW  THE  INDUSTRY  AS  A  WHOLE  --  THE  GOOD  AND  THE  BAD.    THE 
COMMITTEE  CERTAINLY  WELCOMES  ALL  OF  YOUR  COMMENTS  AND  LOOKS 
FORWARD  TO  ANY  RECOMMENDATIONS  YOU  CAN  OFFER. 

Before  I  conclude  my  statement,  I  would  like  to  mention  that  the 

SBA  WAS  unable  to  HAVE  A  REPRESENTATIVE  FROM  THE  DISASTER  LOAN 
division  PRESENT  TO  TESTIFY  TODAY  DUE  TO  THE  RECENT  DEVISTATION  IN  THE 
SOUTHERN  STATES  AS  A  RESULT  OF  HURRICANE  OPAL.     IF  THERE  IS  NO 
OBJECTION,  THE  RECORD  WILL  REMAIN  OPEN  FOR  2  WEEKS,  THUS  ALLOWING 
THAT  DIVISION  TO  ENTER  A  WRITTEN  STATEMENT  INTO  THE  RECORD  AND 
RESPOND  TO  ANY  QUESTIONS  THAT  MIGHT  BE  DIRECTED  TOWARD  THEM  TODAY. 

With  that  I  will  yield  to  my  distinguished  colleague  and  ranking 

MEMBER,  Mr.  POSHARD,  FOR  ANY  OPENING  STATEMENT  HE  MAY  WISH  TO 
MAKE. 
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Good  Morning  Mr.  Chairman  and  Members  of  the  Subcommittee,  I  am 
Patricia  R.  Forbes,  Acting  Associate  Deputy  Administrator  for  Economic 
Development  for  the  U.S.  Small  Business  Administration  (SBA).   I  am  accompanied 
today  by  John  R.  Cox,  Associate  Administrator  for  Financial  Assistance.   We 
appreciate  the  opportunity  to  appear  before  you  to  discuss  the  relationship 
between  the  SBA  and  loan  packagers,  lenders  and  the  clientele  they  serve. 

We  know  that  you  are  also  concerned  about  the  issue  of  possible  fraud  in 
our  disaster  loan  program.   Unfortunately,  we  are  not  able  to  have  Bernard  Kulik, 
the  Associate  Administrator  for  Disaster  Assistance,  with  us  today  to  respond  in 
person  to  questions  you  might  have  about  that  program.   Both  Mr.  Kulik  and  his 
Deputy  are  currently  on-site  at  one  of  SBA's  major  disaster  operation  centers.   As 
you  know,  the  United  States  has  been  extremely  hard  hit  by  natural  disasters 
within  the  past  few  weeks.   Therefore,  we  request  that  you  allow  us  to  respond  in 
writing  to  any  questions  that  you  may  have  about  disaster  loan  program 
operations. 

Karen  Lee,  SBA's  Deputy  Inspector  General  is  also  testifying  before  this 
Committee  today.  I  cannot  emphasize  enough  how  much  we  value  the  strong 
working  relationships  that  SBA's  program  offices  maintain  with  the  Agency's 
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Office  of  the  Inspector  General  (OIG).   In  our  fraud  prevention  efforts,  the  OIG  and 
SBA's  program  offices  are  truly  partners,  and  I  am  pleased  to  report  that 
approximately  60  percent  of  ail  referrals  to  the  OIG  come  from  SBA  employees. 
The  fraud  prevention  activities  that  I  will  describe  for  you  today  are  very  much  the 
work  of  this  strong  OIG-SBA  program  office  partnership. 

The  issue  of  fraud  prevention  is  one  of  critical  Importance  to  this  Agency,  so 
I  am  pleased  to  be  able  to  tell  you  about  some  of  the  Agency's  activities  designed 
to  lessen  the  possibility  of  fraudulent  activities  in  our  business  loan  programs. 

BACKGROUND 

In  its  7(a)  guaranty  loan  program,  SBA  works  with  a  wide  array  of 
businesses.   Some  of  these  businesses  have  only  one  or  two  employees,  while 
others  are  close  to  the  top  of  the  "small"  size  standard.   Some  are  engaged  in  new 
technology  fields  while  others  are  simple  "mom  and  pop"  style  operations.  The 
backgrounds  and  experiences  of  the  owners  of  the  businesses  we  help  varies 
widely  as  welt  --  some  have  broad  business  educations,  while  others  have  less 
formal  business  training,  but  more  technical  experience. 

Understanding  that  our  customer  base  is  so  varied,  we  have  attempted  to 
design  application  processes  that  can  be  understood  by  any  potential  applicant 
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without  the  need  for  outside  assistance.   For  this  reason,  it  has  been  a 
long-standing  policy  of  the  Agency  to  neither  encourage  nor  discourage  the  use  of 
a  loan  packager  by  a  loan  applicant. 

As  you  are  aware,  however,  most  businesses,  no  matter  how  small,  rely  on 
one  or  more  "experts"  to  assist  them  with  their  day-to-day  operations.  The  types 
of  assistance  that  a  small  business  may  acquire  from  outside  sources  include  legal 
services,  accounting  and  bookkeeping  services,  tax  preparation  services,  and 
business  planning  services,  to  name  a  few.   These  "third  party"  services  may  be 
acquired  on  a  periodic  or  on-going  basis,  and  a  business  may  determine  that  any, 
or  all  of  them,  are  necessary  for  the  preparation  of  documents  in  support  of  a 
financing  request. 

In  addition  to  these  general  services,  some  businesses  may  also  feel  the 
need  to  obtain  other,  more  specialized  services  to  help  with  the  preparation  of  their 
financing  plans.    The  reasons  for  seeking  outside  assistance  vary.   It  may  be  that 
the  business  has  had  difficulty  in  obtaining  credit  in  the  past,  or  that  the  firm's 
principals  feel  that  they  are  too  busy  with  other  aspects  of  the  business  operation 
to  devote  the  time  needed  to  appropriately  frame  their  financing  request. 
Sometimes,  they  are  unsure  of  their  financial  acumen,  and  sometimes  they  simply 
prefer  to  have  the  comfort  of  using  an  "expert"  to  assist  them  in  putting  together 
the  best  possible  loan  proposal.   For  any  one,  or  a  combination  of  these  reasons. 
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potential  SBA  loan  guaranty  applicants  feel  the  need  to  seek  loan  packaging 
services. 

Therefore,  probably  from  the  first  day  that  the  SBA  began  providing  financial 
assistance,  small  businesses  have  been  seeking  assistance  with  preparing  their 
loan  applications  and  assembling  other  required  documentation  to  support  their 
loan  requests.  The  SBA  has  always  been  aware  of  the  existence  of  "loan 
packagers"  and  has  had  regulations  and  guidelines  regarding  their  interactions  with 
SBA.   However,  during  the  past  year,  we  have  come  to  realize  that,  because  of 
changes  in  the  marketplace,  our  long-standing  guidelines  no  longer  meet  the 
Agency's  need. 

Historically,  loan  packagers  provided  their  services  only  to  prospective 
borrowers.   Over  the  years,  however,  traditional  loan  packagers  have  responded  to 
the  growth  and  changes  in  the  lending  industry  by  modifying  or  expanding  their 
operations.  They  now  may  provide  loan  packaging  and  loan  servicing  functions 
directly  to  SBA's  lending  partners.   In  addition,  new  individuals  and  entities  have      , 
entered  the  marketplace  and  now  provide  one  or  more  of  a  variety  of  loan 
packaging  and  lender  services. 

I  would  like  to  briefly  describe  how  these  organizations  are  involved  with  our 
lending  programs  and  discuss  what  is  happening  in  the  packager  and  third  party 
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services  industries.  Then  I  would  like  to  explain  how  we  presently  deal  with  these 
organizations  under  existing  regulations,  and  what  we  plan  to  do  under  new 
policies  that  we  are  drafting.  We  expect  to  implement  these  policy  changes  before 
the  end  of  the  calendar  year. 

ORGANIZATIONS  THAT  ASSIST  LOAN  APPUCANTS 

First,  I  believe  that  it  would  be  beneficial  for  me  to  provide  some  basic 
definitions  so  that  we  will  be  using  the  same  terminology  and  will  have  the  same 
understanding.  These  terms  will  be  included  in  the  Agency's  future  regulations, 
policies  and  procedures. 

An  applicant  means  any  person,  firm,  concern,  corporation,  partnership, 
cooperative,  or  other  business  enterprise  applying  for  a  loan  to  be 
guaranteed  by  the  SBA. 

A  packager  means  any  person  or  entity  employed  by  and  compensated  by  a 
prospective  borrower  or  lender  to  prepare  the  prospective  borrower's 
application  for  financial  assistance  from  SBA. 

A  referral  agent  (also  called  a  loan  broker]  is  any  individual,  business  or 
organization  which  engages  in  the  business  of  submitting  a  completed  SBA 
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loan  application  package  to  a  lender  to  solicit  a  loan  decision.  A  referral 
agent  acts  as  an  intermediary  between  an  applicant  and  a  lender. 

A  lender  service  provider  means  an  individual  or  entity  that  carries  out  lender 
functions  in  originating,  disbursing,  servicing,  or  liquidating  a  specific  SBA 
loan  or  SBA  loan  portfolio  and  is  compensated  for  such  activities  by  the 
lender. 

SBA  maintains  informal  relationships  with  these  organizations,  and  over  the 
years  has  developed  requirements  regarding  their  operations  as  they  relate  to 
SBA's  lending  programs.  We  are  in  a  somewhat  difficult  position,  however,  in 
attempting  to  regulate  the  operations  of  these  entities.   What  we  must  strive  to  do 
is  balance  the  rights  and  needs  of  SBA's  loan  applicants,  and  the  Agency's  need  to 
protect  its  lending  programs  from  fraud,  against  the  free  enterprise  rights  of  the 
packagers  and  service  providers. 

LOAN  PACKAGERS  AND  REFERRAL  AGENTS 

SBA  has  two  primary  concerns  regarding  loan  "packagers."   First,  we  want 
to  make  sure  that  the  small  business  is  fully  aware  of  all  potential  fees  that  the 
packager  may  receive  from  every  source  and  the  potential  effects  of  such  fees. 
Secondly,  we  want  the  small  business  to  be  satisfied  that  the  compensation  it 
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pays  to  a  packager  is  commensurate  with  the  scope  and  quality  of  the  services  it 
receives. 

Last  year,  in  response  to  allegations  of  possible  fraud  being  perpetrated  by 
loan  packagers  against  loan  applicants  and  the  SBA.  the  Agency  convened  a 
"Fraud  Prevention  Working  Group"  with  several  internal  committees.   One  of  these 
committees  which  included  representatives  of  our  Offices  of  Genera!  Counsel, 
Inspector  General,  Disaster  Operations  and  the  Office  of  Financial  Assistance  was 
tasked  with  looking  at  the  loan  packaging  industry  and  designing  appropriate  loan 
packager  reforms. 

Over  the  course  of  a  few  months,  this  group  met  with  various  industry  and 
lenders'  groups  representatives  and  held  extensive  internal  discussions  based  on 
Agency-wide  experiences  with  loan  packagers.   As  a  result  of  the  work  of  this 
committee,  SBA  is  pursuing  three  courses  of  action  designed  to  help  alleviate  the 
problem  of  fraudulent  loan  packages. 

PROPOSED  PROGRAM  CHANGES 

First,  we  are  working  with  a  lender  representatives  to  develop  a  registration 
system,  training  program  and  loan  packaging  code  of  ethics. 
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Next,  we  are  developing  systems  to  allow  us  to  know  more  about  loan 
packagers.  This  involves  developing  a  packager  data  base.  This  data  base  will 
include  information  on  the  packagers'  backgrounds,  the  types  of  services  they 
provide,  their  operational  areas,  fee  structures,  etc. 

Finally,  we  are  developing  a  means  of  assuring  that  a  loan  applicant  receives 
full  disclosure  of  the  services  being  provided  by  the  packager,  the  costs  of  the 
services  and  any  relationships  or  compensation  which  the  packager  may  have  with 
other  organizations  which  may  grow  out  of  the  packager's  preparation  of  the  loan 
application. 

I  would  now  like  to  discuss  the  Agency's  proposed  program  changes  in  more 
detail. 

A  major  initiative  we  are  undertaking  to  ensure  that  small  business 
applicants  receive  the  best  possible  service  from  packagers  is  a  loan  packager 
registration  system.   As  part  of  the  registration  system,  SBA,  together  with  some 
of  its  industry  partners,  is  also  developing  a  mandatory  training  program  designed 
to  assure  that  packagers  are  aware  of  SBA's  loan  application  requirements.  This 
training  will  be  specific  to  SBA  regulations  and  application  requirements. 
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Upon  successful  completion  of  this  training,  a  packager  will  be  "registered" 
and  assigned  an  identification  number  that  will  be  used  to  track  loan  packaging 
data.   A  registered  packager  will  also  be  required  to  abide  by  a  code  of  ethics 
developed  by  the  Agency  and  the  lending  industry  prior  to  representing  small 
businesses  before  SBA. 

As  packagers  register,  data  on  them  will  become  part  of  an  automated  data 
base.   Historically,  SBA  has  relied  on  a  manual  record  keeping  system  to  track  the 
name  and  dollar  amounts  of  loan  applications  submitted  to  our  field  offices  by  a 
packaging  firm.   While  this  system  was  successful  for  many  years,  we  have  now 
identified  some  weaknesses  that  have  resulted  from  the  expansion  of  the 
packaging/lender  services  industry.  We  are  working  to  correct  these  shortcomings. 

Rrst,  while  virtually  all  loan  making  records  have  been  computerized,  this 
ancillary  record  was  not.   Secondly,  an  individual  employed  by  a  packager  could 
move  from  one  packager  to  another  without  being  tracked  by  the  system.   Thirdly, 
as  packagers  performed  their  services  across  SBA  district  office  territories, 
communication  between  those  districts  was  not  always  prompt  or  complete. 

To  remedy  this  situation,  SBA's  Offices  of  Information  Resource 
Management  and  Financial  Assistance  are  working  to  create  a  computer  based 
Client  Server  Database  which  will  record  and  store  data  not  only  on  applicants,  but 
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also  on  our  private  sector  lending  partners,  on  packagers  and  on  other 
intermediaries  involved  in  the  loan  transactions. 

Through  the  use  of  this  database,  we  will  be  able  to  track  data  on  loan 
packaging  entities,  the  individuals  who  package  loans  and  the  packaging  fees 
charged.   This  information  will  be  linked  to  ail  data  now  recorded  in  our  loan 
accounting  data  base  on  individual  loans,  loans  by  geographic  area  and  loans  by 
industry,  including  loan  performance.  These  combined  systems  will  provide 
information  that  will  allow  the  Agency  to  assess  the  quality  of  business  being 
generated  by  loan  packagers  and  any  trends  that  might  adversely  effect  our  loan 
programs.   Development  of  the  Client  Server  Database  is  nearly  complete  and  the 
system  should  be  operational  nationwide  within  the  next  4  to  6  months. 

Finally,  enhanced  reporting  requirements  will  assure  the  small  business 
applicant  that  it  has  received  full  disclosure  of  all  fees  to  which  its  packager  may 
be  entitled.   At  the  present  time,  prior  to  any  loan  disbursement,  each  entity 
performing  a  service  on  behalf  of  the  applicant  must  advise  the  loan  applicant  of  all 
fees  that  it  is  charging,  along  with  a  description  of  the  services  performed.  This 
may  fall  short  of  assuring  full  disclosure  in  the  case  where  the  packager 
subsequently  "refers"  the  package  to  a  lender,  which  in  turn  would  typically  pay  a 
"referral"  fee  to  the  packager.  We  have  no  particular  quarrel  with  the  lender 
paying  a  "referral"  fee,  provided  that  the  fee  is  not  passed  on  to  the  small  business 
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concern.  An  individual  lender's  decision  to  accept  packagers'  referrals  and  pay 
referral  fees  represents  the  lender's  choice  to  buy  marketing  services  from  a  third 
party,  in  this  case  a  referral  agent. 

What  we  do  have  great  concern  about  is  at  what  point  in  time  the  packager 
ceases  to  have  the  best  interest  of  the  applicant  at  heart  and  begins  to  structure 
the  package  on  such  terms  as  will  provide  for  the  greatest  possible  referral  fee  to 
itself  as  a  referral  agent,  or  the  greatest  income  to  the  lender. 

SBA  is  very  sensitive  to  the  rights  and  needs  of  all  parties  in  a 
packaging/referral  situation,  and  we  are  very  aware  that  sometimes  there  may  be 
competing  interests  at  work  in  these  relationships.   SBA's  primary  concern  when 
trying  to  balance  these  competing  interests  must  be  protecting  the  rights  of  the 
small  business  loan  applicant.   This  does  not  mean,  however,  that  we  should  not 
be  mindful  of  the  rights  of  the  referral  agent  to  negotiate  the  most  favorable  terms 
possible  in  reaching  agreement  with  the  lender.  We  must  also  acknowledge  the 
packager's  right  to  receive  a  fee  commensurate  with  the  scope  and  quality  of  the 
package  developed,  and  with  the  rates  charged  in  the  geographic  area  in  which  the 
packager  works. 

In  an  effort  to  balance  these  competing  interests,  SBA  proposes  to  expand 
present  disclosure  requirements  to  include  the  requirement  that  any  packager 
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wishing  to  also  act  as  a  referral  agent  must  provide  a  written  statement  to  the 
applicant  that,  if  the  applicant  agrees,  the  packager  may  offer  the  loan  package  to 
a  lender  for  a  fee.   The  disclosure  statement  will  also  include  the  estimated  amount 
of  that  fee  based  on  the  proposed  loan  terms,  and  will  state  that  the  packager  will 
disclose  the  final  fee  prior  to  submission  of  the  application  to  the  lender.  The 
applicant  will  then  be  able  to  decide  whether  to  allow  the  packager  to  offer  the 
loan  package  to  a  lender. 

LENDER  SERVICE  PROVIDERS 

As  i  mentioned  earlier,  in  addition  to  loan  packagers  and  referral  agents,  SBA 
has  seen  an  increase  in  the  number  of  lender  service  providers,  and  in  the  variety 
of  services  that  these  entities  provide  for  lenders.   More  and  more,  we  are  seeing 
third  parties  providing  services  to  lenders  that  previously  had  been  handled  within 
the  lender's  own  organization.  These  services  include:  developing  business  or 
identifying  potential  loan  applicants,  assembling  a  loan  package,  providing  credit 
analysis,  closing  the  loan,  and  taking  asset  liquidation  actions  in  the  case  of  loan 
default. 

The  SBA  considers  it  to  be  a  matter  of  internal  lender  management  to 
determine  the  most  efficient  and  effective  manner  in  which  it  will  operate, 
including  determining  whether  to  perform  ail  of  a  traditional  banker's  services 


35 


"!n-house"  or  to  contract  out  some  of  those  services  to  a  third  party.  Only  to  the 
extent  that  a  small  business  concern  may  suffer  from  such  an  arrangement  will 
SBA  consider  initiating  regulations  governing  the  use  of  "lender  service  providers" 
by  our  participating  lenders. 

However,  it  must  be  noted  that  regulations  governing  the  servicing  of  SBA 
loans  apply  to  all  lending  organizations  participating  in  our  7(a)  lending  program.  It 
is  the  lender  that  is  ultimately  responsible  for  servicing  the  loan  in  a  manner  which 
is  in  keeping  with  the  prudent  practices  of  the  industry.   Any  failure  to  meet  these 
standards  which  results  in  a  loss  or  likely  loss  on  a  loan  is  grounds  for  an  SBA 
denial  of  its  guaranty.  [Since  disaster  loans  are  made  and  serviced  directly  by  the 
SBA,  lender  servicing  requirements  do  not  apply  to  these  loans.] 

SBA  relies  on  its  private  sector  lending  partners  to  be  knowledgeable  about  a 
business  receiving  an  SBA  loan  guaranty,  and  about  its  principals,  and  to  perform 
prudent  credit  analysis  in  determining  which  applications  to  seek  our  guaranty  on. 
Therefore,  we  consider  our  lenders  to  be  much  more  than  simply  funding  sources. 
They  are  truly  our  partners  in  every  SBA  guaranteed  financing. 

In  keeping  with  our  plans  to  require  that  an  applicant  small  business  concern 
receive  full  disclosure  from  anyone  that  assists  with  the  application  process,  our 
new  policies  will  prohibit  a  lender  service  provider  from  working  for  both  the  lender 
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and  the  applicant  at  the  same  time  on  any  given  loan.  A  lender  service  provider 
will  not  be  allowed  to  collect  fees  from  an  applicant  since  it  is  being  paid  by  the 
lender  to  represent  the  lender's  interest  in  the  transaction. 

r 

Although  fraud  occurs  in  only  a  very  small  percentage  of  loan  applications, 
SBA  believes  that  the  policies  that  I  have  outlined  regarding  packagers,  referral 
agents  and  loan  service  providers  are  necessary  to  protect  the  interests  of  the 
government  and  the  American  taxpayer. 

SBA  -  IRS  TAX  VERIFICATION 

No  discussion  of  fraud  prevention  in  SBA's  lending  programs  would  be 
complete  without  a  brief  discussion  of  SBA's  Internal  Revenue  Service  (IRS)  tax 
return  verification  activities. 

In  1989,  personnel  in  some  of  SBA's  California  field  offices  noted  that  on 
some  applications  submitted  to  SBA,  data  regarding  gross  and  net  profits  was  not 
consistent  with  traditional  industry  averages.  It  appeared  that  some  applicants 
were  understating  their  costs  of  goods  sold  and  overstating  their  net  profits. 
Concerned  about  this  apparent  problem,  SBA  worked  with  IRS  to  check  some  tax 
returns  submitted  with  SBA  applications  against  returns  actually  submitted  to  IRS. 
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As  a  result  of  these  spot  checks,  the  Agency  found  that  some  fraudulent  tax 
returns  had  been  submitted  to  SBA. 

Working  closely  with  the  OIG,  IRS  and  some  of  SBA's  lending  partners,  the 
Agency  determined  that  the  problem  was  of  sufficient  magnitude  to  necessitate  a 
formal  tax  return  verification  program.  The  verification  program  was  initially 
piloted  in  California  only,  but,  in  1994,  was  expanded  nationally.   SBA  now  has  a 
national  policy  of  obtaining  tax  return  verification  for  every  loan.   You  may  be 
interested  to  learn  that  some  lenders  have  been  so  pleased  with  the  verification 
system  that  they  have  taken  SBA's  lead  and  are  now  requiring  the  same 
verification  process  on  their  non-SBA  loans. 

SBA  and  the  IRS  are  planning  to  continue  their  tax  verification  partnership 
efforts.   We  believe  that  the  program  will  run  even  more  smoothly  when  IRS 
completes  its  planned  centralization  of  its  verification  process.  We  will,  of  course, 
keep  you  informed  about  the  results  of  this  on-going  intra-agency  effort. 

SBA'S  DISASTER  LOAN  PROGRAM 

You  also  requested  information  regarding  activities  being  undertaken  to 
prevent  fraud  in  SBA's  disaster  loan  program.   I  would  like  to  mention  briefly  some 
of  the  strategies  at  work  in  that  program. 
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As  you  may  know,  the  disaster  loan  program  is  SBA's  largest  direct  loan 
program  and  is  available  to  all  entities  except  governmental  units  and  agricultural 
enterprises.   Because  of  the  sheer  volume  of  activity  in  this  program  and  the  need 
to  provide  quick  turnaround  times  for  disaster  program  applicants,  SBA  has  built  a 
number  of  safeguards  into  the  program  designed  to  avoid  fraud. 

In  accordance  with  these  procedures,  prior  to  making  a  loan  to  an  applicant, 
the  SBA  now  verifies  the  income  information  with  the  IRS,  and  obtains  credit 
reports  for  all  applicants.   In  addition,  SBA  employees  independently  verify  disaster 
damages  and  projected  repair  costs.   If  a  loan  is  approved,  the  Agency  secures  the 
loan  with  whatever  collateral  is  available  (preferably  a  lien  on  real  estate),  and 
disburses  loan  proceeds  only  as  funds  are  needed  and  used. 

SBA  has  also  taken  several  steps  to  minimize  an  applicant's  need  to  seek 
loan  packaging  assistance.   Homeowners  may  receive  one-on-one  assistance  at 
each  disaster  site.   This  assistance  is  provided  in  accordance  with  arrangements 
made  with  SBA-funded  SCORE  Chapters,  Small  Business  Development  Centers  and 
the  Minority  Business  Development  Centers  funded  by  the  Department  of 
Commerce.   Application  assistance  to  small  business  owners  is  provided  either  free 
or  at  a  minimal  cost. 


We  are  also  enthusiastic  about  a  course  that  was  developed  by  SBA's  Office 
of  the  Inspector  General  to  train  disaster  employees  on  how  to  identify  fraud 
indicators  in  loan  applications.  In  the  disaster  program,  as  in  the  Agency's  other 
programs,  SBA  recognizes  that  its  employees  are  the  first  line  defense  against 
program  fraud.  We  are,  therefore,  pleased  to  report  that  over  60  percent  of  the 
referrals  resulting  In  !G  investigations  are  received  from  SBA  employees.   SBA  also 
prominently  displays  the  telephone  number  for  OIG  Fraudline  at  all  Disaster 
Assistance  sites.    Partially  as  a  result  of  this  action,  the  disaster  program  has  the 
highest  percentage  of  fraud  referrals  from  private  citizens  in  any  of  SBA's 
programs. 

Finally,  because  of  the  overwhelming  volume  of  disaster  applications  in 
California  resulting  from  the  Northridge  earthquake,  SBA  has  set  up  a  special  unit 
to  evaluate  and  prepare  case  referrals  to  the  OIG's  Los  Angeles  office.   This  group 
has  referred  over  100  files  to  the  OIG  leading  to  the  indictment  of  25  individuals  in 
the  past  two  years. 


I  believe  that  the  activities  now  being  undertaken  in  both  the  disaster  and 
regular  loan  programs  clearly  demonstrate  that  SBA  shares  the  concern  of  this 
Committee  regarding  the  need  to  protect  the  Agency's  lending  programs  from 
fraud  on  any  level,  from  any  source.   We  believe  that  the  changes  that  we  have 
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outlined  today  regarding  the  operations  of  loan  packagers,  referral  agents  and 
lender  service  providers  will  go  a  long  way  towards  reducing  the  potential  for  fraud 
in  our  programs.  You  may  be  sure,  however,  that  our  anti-fraud  efforts  will  not 
stop  with  these  projects.  We  will  continue  to  work  closely  with  our  Office  of  the 
Inspector  General,  and  with  industry  representatives  to  assure  that  our  programs 
are  operated  in  such  a  manner  as  to  protect  against  fraud  and  abuse. 

in  conclusion  Mr.  Chairman,  although  the  number  of  fraud  cases  that  have 
been  uncovered  are  small  in  numbers  when  considering  the  number  of  loans  being 
processed  under  our  lending  programs,  I  would  like  to  emphasize  that  our  efforts 
are  focused  on  curtailing  fraud  while  still  facilitating  the  most  efficient  and 
effective  loan  process  possible.  This  is  why  we  are  developing  regulations  which 
govern  third  party  involvement  in  the  loan-making  process.  The  expertise  and 
abilities  of  these  organizations  has,  in  many  cases,  helped  applicants  and  lenders  to 
participate  in  SBA  loan  programs  which  might  have  otherwise  been  unavailable  to 
them.   At  the  same  time,  we  must  continue  to  assure  ourselves  that  the  services 
provided  by  these  entities  are  provided  in  the  best  interests  of  the  SBA  and  those 
applicants  and  lenders  who  use  their  services. 

Thank  you,  Mr.  Chairman.   That  concludes  my  prepared  remarks.   Mr.  Cox 
and  I  will  be  glad  to  answer  any  questions  you  might  have. 
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Good  morning  Mister  Chairman  and  Members  of  the  Subcommittee.  Thank  you  for 
inviting  me  to  appeta  before  you  this  morning.  As  requested,  I  will  discuss  the  loan  packager 
problems  identified  by  the  Office  of  Inspector  General  (OIG)  and  offer  some 
recommendations  for  alleviating  the  problems  we  are  seeing  far  too  often.   I  will  also  discuss 
lender  service  providers.   Finally,  current  OIG  efforts  to  detect  and  deter  fraud  generally  in 
the  business  loan  and  disaster  assistance  loan  programs  will  be  summarized.   With  me  today 
are  Steve  Marica,  Assistant  Inspector  General  for  Investigations,  and  Peter  McClintock, 
Assistant  Inspector  General  for  Auditing. 

The  OIG  has  identified  three  categories  of  individuals  or  entities  that  charge  fees  for 
their  service  to  individuals  seeking  SBA  loans  or  to  lenders  in  the  SBA  loan  programs:   loan 
brokers,  lender  service  providers,  and  loan  packagers.   The  distinctions  among  these  three 
categories  are  not  always  clear-cut,  but  generally  speaking,  a  loan  broker,  or  referral  agent, 
represents  the  banks  by  searching  out  deals  and  occasionally  assisting  in  the  preparation  of 
loan  applications.   Brokers  are  normally  paid  by  the  banks.   A  lender  service  provider  may 
represent  the  interest  of  lenders  in  identifying  business,  servicing  loans,  advising  on  secondary 
nuvket  sales,  and  liquidating  foreclosures,  as  well  as  the  interest  of  loan  applicants  by 
rendering  assistance  in  the  application  process.   Brokers  and  service  providers  frequently 
receive  fees  contingent  on  ^proval  of  loans,  and  servicing  fees  on  an  ongoing  basis.   A  loan 
packager  assists  applicants  through  the  actual  preparation  of  SBA  loan  application  forms  and 
any  supporting  information,  such  as  a  business  plan.   A  packager  is  normally  hired  and  paid 
by  the  applicant 
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I  will  first  summarize  OIG  audit  work  involving  lender  service  providers  and  then 
discuss  our  investigations  involving  loan  packagers.   Our  experience  with  loan  brokers  is 
limited  to  only  two  defendants  whose  primary  activity  was  loan  packaging. 
Lender  Service  Providers 

The  involvement  of  lender  service  providers  in  the  7(a)  business  loan  program  first 
came  to  our  attention  during  audits  of  two  Georgia  lenders.   Lender  service  providers  are 
contractors  that  provide  an  array  of  services  primarily  for  smaller  banks  that  do  not  have 
employees  familiar  with  all  the  requirements  of  the  SBA's  guaranteed  loans.   Our  concern 
with  service  providers  is  with  potential  conflicts  of  interest  that  may  lead  to  the  booking  of 
poor  quality  loans. 

The  Georgia  provider  obtained  potential  borrowers  through  advertising  or  referrals  and 
assigned  a  loan  packager,  working  as  an  "independent  contractor,"  to  develop  the  application. 
The  provider  reviewed  the  loan  and  presented  it  to  a  client  lender  for  acceptance.   If  the 
lender  rejected  the  application,  the  provider  would  take  it  to  another  client  lender  and  repeat 
the  process  until  the  applicant  obtained  an  SBA  loan  or  it  became  clear  the  applicant  was  not 
going  to  qualify  for  such  a  loan.   The  packager  was  paid  a  fee  by  the  borrower,  usually  one 
percent  of  the  loan,  and  the  provider  was  paid  by  the  bank,  usually  one-half  of  the  loan 
servicing  fees  and  one-half  of  the  premium  earned  on  the  sale  of  the  guaranteed  portion  of  the 
loan  in  the  secondary  market.   In  some  cases,  the  provider  and  the  lender  would  split  losses 
on  the  unguaranteed  portion  of  the  loan  if  the  borrower  subsequently  defaulted. 

The  OIG  was  concerned  about  this  contingency  fee  arrangement,  which  was  contrary 
to  Agency  regulations,  because  the  provider  was  paid  only  when  a  loan  was  approved.   As 
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you  can  see,  the  provider  had  influence  over  both  the  manner  in  which  the  application  was 
presented  and  the  recommendation  for  approval. 

The  splitting  of  losses  on  defaulted  loans  between  the  bank  and  the  provider  was  also 
contrary  to  regxilations.   The  lending  institution  must  have  a  full  stake  in  the  loss  to  give  some 
assurance  that  the  lender  was  prudent  in  its  approval  and  servicing  of  the  loan. 

The  special  relationship  between  the  provider  and  the  packager  clearly  precluded 
indep>endent  representation  of  both  the  borrower  and  the  lender.   Generally,  a  packager 
represents  the  bonower,  whereas  the  provider  represents  the  bank.   When  the  provider  and  the 
packager  are  affiliated,  the  interests  of  the  two  parties  may  conflict. 

The  practice  of  "shopping  a  loan"  until  a  provider  finds  a  willing  lender  is  also 
troublesome.   While  we  have  no  information  on  the  extent  to  which  loans  are  rejected  and 
then  presented  to  other  lenders,  this  does  not  appear  to  be  a  prudent  practice  and  surely  not  in 
the  interest  of  the  Federal  Government.   This  type  of  loan  shopping  only  increases  the 
Government's  risk. 

In  response  to  our  audits,  the  SBA's  Office  of  Financial  Assistance  (OF A)  developed  a 
model  agreement  for  lender  service  providers,  sent  it  to  all  District  Offices,  and  asked  that 
they  require  all  banks  to  complete  an  agreement  with  their  service  providers.   SBA  received 
copies  of  agreements  firom  40  service  providers.   The  model  agreement  prohibited  splitting 
losses  on  defaulted  loans,  the  affiliation  of  providers  and  packagers,  and  the  sharing  of 
servicing  fees  and  secondary  market  sale  premiums. 

The  model  agreement  continued  to  allow  contingency  fees  that  are  a  percentage  of  the 
loan  and  the  shopping  of  loans  to  multiple  lenders;  however,  fees  must  be  commensurate 
with  the  value  of  the  service.   The  provider  was  also  required  to  maintain  records  of  its  costs 
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to  allow  the  SBA  to  monitor  the  reasonableness  of  the  fees  charged.  To  the  best  of  our 
knowledge,  the  SBA  has  not  reviewed  the  reasonableness  of  the  fees  of  any  service  provider 
under  these  agreements.  A  scheduled  OIG  audit,  involving  a  California  service  provider,  will 
address  this  issue. 
Loan  Packagers 

Now  let  me  turn  to  the  problems  caused  by  some  of  the  loan  packagers  who  engage  in 
criminal  activity  for  personal  gain,  the  types  of  fraudulent  schemes  used  by  these  packagers, 
and  some  recommendations  for  deterring  such  fraudulent  activity. 

Over  the  past  S  years,  unscrupulous  loan  packagers  have  played  a  major  role  in  the 
increase  in  fraud  in  SBA's  loan  programs.   In  the  7(a)  business  loan  program  alone, 
criminal  investigations  have  been  initiated  on  323  individuals  involving  loan  applications  that 
were  prepared  by  19  loan  packagers.   This  figure  represents  34  percent  of  all  criminal  fraud 
cases  initiated  by  the  OIG  during  this  period.  The  potential  loss  to  the  Government,  as  the 
result  of  these  loans,  exceeds  $125  million.   In  the  disaster  assistance  loan  program,  110 
investigations  have  been  opened  involving  3  packagers  with  over  $44  million  at  risk.    To 
date,  these  cases  have  resulted  in  42  indictments,  38  convictions,  and  over  $2.2  million  in 
fmes  and  restitution.  The  OIG  currently  has  over  200  individuals,  both  packagers  and 
borrowers,  under  active  investigation. 

Loan  packager  cases  involve  a  myriad  of  schemes  designed  to  defraud  the  borrower, 

the  SBA,  the  lender,  or  any  combination  thereof  These  schemes  include,  but  are  not  limited 

to,  the  following  activities: 

•  submitting  false  or  fictitious  applications,  including  false 

invoices,  liens,  financial  statements,  and  tax  returns; 
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charging  excessive  fees  for  preparation  of  the  loan  package,  e.g., 
up  to  35  percent  of  the  loan  amount; 

falsifying  or  omitting  required  fee  information  to  SBA; 

concealing  the  true  name  of  the  packager  by  using  fictitious 
names  on  SBA  forms; 

requiring  kickbacks  from  borrowers; 

requiring  other  incentives,  such  as  the  signing  of  "management 
agreements"  or  consulting  contracts  from  borrowers; 

mis-statements  to  applicants,  "guaranteeing"  approval  of  loans, 
and  alleging  to  have  contacts  inside  SBA  or  lending  institutions; 

deliberately  providing  false  information  to  q)plicants  regarding 
SBA  regulations  on  use  of  loan  proceeds; 

convincing  or  coercing  borrowers  to  permit  packagers  to  make 
disbursements  from  loan  proceeds; 

charging  "contingency,"  "advance,"  or  "finders"  fees,  for  which 
there  is  no  provision  in  SBA  regulations; 

illegal  collusion  with  officials  of  lending  institutions; 

conspiracy  with  borrowers  to  submit  false  loan  packages;  and 

bribes  or  gratuities  to  SBA  or  bank  officials  for  loan  approvals. 

The  number  of  loans  that  can  be  effected  by  a  corrupt  packager  is  a  major  concern.   In 

one  case  alone,  approximately  100  loan  applications  were  submitted  by  a  pair  of  packagers 

who  used  fictitious  names  on  the  Agency's  disclosure  form  used  to  list  fees  paid  to  packagers. 

These  individuals  concealed  the  amount  of  their  fees,  while  actually  charging  up  to  35  percent 

of  the  loan  amount.   Fortunately,  SBA  loan  officers  spotted  several  discrepancies  in  some  of 

the  applications  and  reported  them  to  the  OIG;  however,  because  of  the  fictitious  names,  we 
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could  not  immediately  assess  the  extent  of  the  fiaud.   Only  after  an  airest  was  made  in  a 
related  case  did  a  concerned  citizen  come  forward  and  identify  the  packagers.   So  far,  this 
particular  case  has  resulted  in  1 7  convictions  and  is  still  under  investigation. 

We  have  seen  examples  of  packagers  acting  in  collusion  with  bankers  as  well  as 
applicants;  there  have  also  been  cases  where  corrupt  packagers  have  placed  lenders  at  risk.   In 
one  case,  a  bank  employee  who  was  also  packaging  loans  pied  guilty  to  bank  embezzlement 
by  charging  the  lender  for  non-existent  loan  packages.    In  another  case,  the  Treasury 
Department's  Comptroller  of  the  Currency  sanctioned  a  bank  due  to  poor  underwriting  of  its 
SBA  loan  portfolio  only  months  before  the  bank  was  closed.   Court  papers  identified  a  bank 
employee  and  a  loan  packager  as  the  individuals  responsible  for  the  bank's  underwriting 
problems.   It  is  clear  from  these  and  other  case  histories  that  corrupt  packagers  can  indeed 
become  a  major  threat  to  the  integrity  of  the  entire  loan  process. 

Packagers  represent  a  growing  influence  on  the  SBA  loan  programs;  yet,  there  is  no 
formal  oversight  of  these  individuals  at  the  present  time.   The  Agency  lacks  reliable 
information  as  to  the  number  of  packagers,  the  amount  of  fees  charged,  the  number  of 
packagers  associated  with  lending  institutions,  or  the  number  of  individuals  who  received  fees 
for  brokering  SBA  loans.   There  are  minimal  written  standards  for  packager  competency  and 
conduct,  and  there  is  no  code  of  ethics  specifically  applicable  to  packagers.   Also,  there  are  no 
requirements  for  the  conduct  of  criminal  history  or  other  character  background  investigations. 
In  short,  loan  packaging  is  generally  an  industry  with  access  to  millions  of  dollars  in 
Government  funds  with  minimal  reporting  requirements  and  very  little  accountability. 

Because  there  is  no  reliable  estimate  of  the  number  of  packagers  in  operation  today, 
we  can  only  hope  that  the  cases  involving  packager  corruption  are  a  small  part  of  the 
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industry.  Nonetheless,  we  must  remain  both  skeptical  and  vigilant  as  SBA  oversight  resources 
are  declining  and  the  OIG's  resources  are  being  held  static  by  the  Congress,  at  a  time  when 
the  SBA  loan  portfolio  is  increasing  and  more  responsibility  is  being  placed  on  the  Agency's 
lending  parmers.   The  OIG  believes  this  is  a  "siure  fire  recipe"  for  an  explosion  of  fraud,, 
unless  tighter  controls  are  instituted  to  protect  the  interests  of  the  taxpayers,  the  Government, 
the  lenders,  and  the  loan  applicants. 
Task  Force  Activities 

As  I  stated  in  testimony  before  this  subcommittee  last  May,  an  SBA  fraud  prevention 
task  force  is  addressing  the  loan  packager  problem  as  well  as  other  matters  of  concern.   The 
task  force's  loan  packager  committee  is  comprised  of  representatives  from  the  Office  of 
Financial  Assistance,  the  OIG,  SBA  field  offices,  the  National  Association  of  Government 
Guaranteed  Lenders  (NAGGL),  the  packager  industry,  and  lenders.   Two  courses  of  action  are 
being  explored  to  alleviate  the  problem  of  fraudulent  loan  packagers  and  ensure  a  high  degree 
of  integrity  and  accountability.   First  is  the  development  of  a  database  to  track  information 
about  packagers,  e.g.,  their  geographic  area  of  operation,  the  services  provided,  and  the 
associated  fee  structure.   Requirements  for  a  packager  identification  number,  packager  training 
and  accreditation,  and  adherence  to  a  code  of  ethics  are  also  being  explored  for  their 
respective  feasibility. 

The  second  course  of  action  is  directed  at  ensuring  that  loan  applicants  receive  full 
disclosure  of  the  services  provided  by  the  packager,  the  cost  of  the  services,  and  the 
packager's  relationship  to  the  lender  and  any  service  provider.   In  addition,  the  definition  of 
loan  packager  and  lender  service  provider  is  being  clarified.   With  limited  exceptions,  a  "two 
master"  prohibition  is  being  recommended,  i.e.,  an  individual  or  entity  could  not  be  directly 
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compensated  by  the  applicant  to  act  as  a  packager  and  paid  by  the  lender  to  act  as  a  service 
provider  on  the  same  loan. 

The  loan  packager  committee  is  also  proposing  a  mandatory  lender  service  provider 
agreement  that  prohibits  the  lender  and  the  provider  from  engaging  in  any  sharing  of 
secondary  market  premiums.   In  addition,  the  SBA  would  retain  the  right  to  require  a  lender 
to  reduce  the  compensation  paid  to  the  provider  if  the  compensation  clearly  exceeds  of 
accepted  industry  standards  and  the  excess  compensation  adversely  affects  the  loan  terms  for 
the  applicant.   Lenders  would  also  be  prohibited  from  delegating  to  a  lender  service  provider 
any  decision-making  function  in  the  making,  servicing,  or  collection  of  an  SBA  loan  that 
materially  affects  the  credit  risk  of  the  loan. 

The  Inspector  General  is  a  member  of  the  fraud  prevention  task  force  and  members  of 
the  OIG  staff  participate  in  the  work  of  the  various  committees  of  the  task  force.   We  believe 
the  loan  packager  committee  has  addressed  many  of  the  problems  the  OIG  has  identified 
through  its  various  audits  and  investigations.   The  OIG  recommends  that  the  following 
requirements  be  included  in  any  regulation  of  loan  packagers: 

•  Registration  of  packagers  to  practice  before  the  SBA  and 
participating  lenders.   The  registration  process  should  require  the 
packager  to  demonstrate  an  acceptable  level  of  knowledge  of  the 
guaranteed  and  disaster  loan  programs.   One  model  for  a 
registration  process  is  the  IRS  enrolled  agent  program. 

•  Issuance  of  a  certification  to  registered  packagers.  This  would 
allow  packagers  to  demonstrate  to  jjrospective  applicants  their 
approved  participation  in  the  SBA  lending  process. 

•  A  character  background   check,  including  an  FBI  criminal 
history  check,  as  part  of  the  registration  process. 
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*  Development  of  an  information  pamphlet  that  would  be  included 

in  the  loan  application  process  which  would  include  specific 
information  about  the  responsibility  of  loan  packagers,  brokers, 
and  service  providers.    It  could  also  include  warnings  against  the 
submission  of  fraudulent  information  in  loan  applications. 

We  will  continue  to  work  with  the  Agency  to  promote  deterrence  and  ensure  the 

continued  public  confidence  in  the  SBA's  loan  programs. 


Other  Current  Fraud  Detection  and  Deterrence  EfTorts 

Finally,  I  would  like  to  summarize  current  OIG  efforts  to  detect  and  deter  fraud 
generally  in  the  business  loan  and  disaster  assistance  loan  programs.   We  will  soon  be 
completing  an  audit  of  Early  Default  of  Guaranteed  Loans.   This  audit  included  a  review  of 
17  loans,  originated  by  5  lenders,  that  were  transferred  to  liquidation  within  24  months  of 
approval.   The  objectives  of  the  audit  were  to  determine  (1)  whether  early  defaults  of 
guaranteed  loans  were  based  on  falsified  loan  applications  or  defective  loan  originations,  and 
(2)  if  borrowers  contributed  to  the  defaults  through  the  unauthorized  use  of  proceeds  and 
business  assets. 

Nine  of  the  17  loans  valued  at  $5.1  million  were  referred  to  the  OIG's  Investigations 
Division.   Three  of  the  9  referrals  were  forwarded  to  the  FBI,  two  are  under  active 
investigation  by  the  OIG,  and  fiirther  information  is  being  developed  on  one  before  a  decision 
to  investigate  is  made.   All  of  these  referrals  were  made  because  of  misrepresentations  or 
diversion  of  assets  by  borrowers.   The  balance  of  the  referrals  were  closed  without 
investigation  because  of  bankruptcy,  insufficient  records,  or  the  amount  involved  did  not 
qualify  under  the  OIG  decision  threshold.   In  only  one  of  the  nine  referrals  had  fraud  been 
suspected  prior  to  our  audit. 
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The  audit  specifically  disclosed  several  procedural  weaknesses  that  allowed 
misrepresentations  or  fraudulent  borrower  loan  applications  that  were  not  detected: 

•  Repayment  ability  was  computed  using  inaccurate  financial 
information  provided  by  the  borrower.   Applicants'  financial 
statements  were  not  fairly  presented  because,  at  the  time  these 
loans  were  made,  SBA's  procedures  did  not  require  independent 
review  of  the  financial  information.   At  the  OlG's  urging,  the 
SBA  now  requires  confirmation  of  financial  information  through 
IRS  tax  return  verification. 

•  Lenders  did  not  make  field  visits  to  borrowers  to  review 
financial  records.   On-site  review  of  financial  records  was  not 
required  because  SBA  preferred  to  rely  on  the  prudence  of  the  ^ 
lender  as  to  when  visits  should  be  made  and  what  to  review 

during  such  visits. 

•  Business  records  for  eight  of  the  1 7  defaulted  borrowers  were 
not  retained  or  available  for  post  review  against  the  terms  of  the 
loan  agreement.  As  a  result,  neither  the  OIG  nor  SBA  could 
easily  determine  the  existence  of  misrepresentations  or  fraud. 
The  OIG  had  to  use  its  power  of  subpoena  to  obtain  borrowers' 
bank  records  and  reconstruct  their  business  transactions.  Five 
cases  referred  did  not  have  business  records  available  for  audit. 

•  Procedures  for  monitoring  working  capital  were  inadequate. 
Twenty  percent  or  more  of  the  loan  proceeds  for  six  loans 
totaling  $4  million  were  to  be  used  for  working  capital.   The 
majority  of  the  proceeds  designated  as  working  capital 
($800,000),  however,  was  used  for  non-business  purposes. 

We  will  be  making  appropriate  recommendations  to  correct  these  problems  in  the  audit 
report  to  the  Agency. 

Turning  to  the  disaster  assistance  loan  program,  we  have  four  auditors  at  the  Los 
Angeles  District  Office,  one  in  Atlanta,  and  one  in  Washington.   Since  February  1995,  the 
L.A.  staff  has  identified  and  referred  five  borrowers,  with  loans  totaling  more  than  $700,000, 
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to  the  Investigations  Division  for  fraud  investigation  and  possible  recovery  of  SBA  funds. 
The  auditors  are  currently  developing  other  cases  for  referral  to  the  investigative  staff. 

In  addition  to  closely  supporting  investigative  efforts,  the  audit  staff  will  develop 
recommendations  to  improve  SBA  procedural  and  management  controls.   A  review  of 
defaulted  disaster  loans  and  servicing/liquidation  activities  is  currently  being  accomplished  to 
identify  potential  fraud.   Using  four  specific  selection  criteria  (type  of  loan,  loan  amount, 
origination  date,  and  length  of  time  between  loan  approval  and  liquidation),  the  auditors  have 
selected  55  loans  for  detailed  review.   These  loans  were  selected  from  a  population  of  more 
than  2,500  loans,  valued  at  $125  million,  assigned  to  the  Los  Angeles  District  Office  for 
intensive  servicing  and  liquidation.   Initial  results  show  problems  with  false  income 
statements,  misuse  of  loan  proceeds,  inappropriate  extension  of  payments,  and  borrower 
disappearance. 

Payment  deferrals,  which  often  result  in  lengthy  periods  after  the  loan  approval  before 
the  first  payment  is  due,  have  caused  difficulties  locating  some  borrowers  and  obtaining 
records.   Subpoenas  have  been  issued  in  several  of  these  cases.   The  results  of  these  audits 
will  be  consolidated  into  an  overall  report  that  will  include  recommendations  for  correcting 
systemic  problems  and  improving  the  disaster  assistance  loan  program. 

The  subcommittee  also  expressed  an  interest  in  hearing  our  assessment  on  the  level  of 
fraud  in  the  SBA's  primary  loan  programs.   Unfortunately,  the  news  is  not  good.   We  have 
experienced  significant  increases  in  the  level  of  fraud  in  both  the  7(a)  business  loan  program 
and  disaster  assistance  loan  program  of  imprecedented  magnitude  over  the  past  three  years.   In 
the  7(a)  program,  for  example,  we  currently  have  over  200  open  criminal  fraud  investigations, 
involving  760  subjects  and  over  $110  million  in  potential  losses  to  the  Government.   This  is  a 
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47%  increase  in  cases,  a  125%  increase  in  subjects,  and  a  23%  increase  in  potential 
Government  losses  from  just  3  years  ago  when  our  inventory  9  xxl  at  136  cases,  338  subjects, 
and  $89  million  in  potential  losses. 

In  the  disaster  assistance  loan  program,  the  situation  is  even  worse.   The  65  criminal 
cases  currently  open  is  double  what  it  was  at  this  juncture  in  1992,  when  there  were  27  open 
cases.   The  number  of  subjects  has  increased  almost  ten-fold  from  45  in  1992  to  400  in  1995 
and  the  potential  Government  loss  in  these  cases  has  grown  from  $2.3  million  to  over  $47 
million. 

Dramatic  growth  in  OIG  case  inventory  is  primarily  a  function  of  the  significant 
number  of  loans  being  made  by  the  Agency.   Our  experience  indicates  that  an  increase  in 
fraud  is  a  by-product  of  loan  volume;  consequently,  the  dramatic  increases  in  the  level  of  loan 
activity  in  both  programs  has  resulted  in  skyrocketing  referrals  and  criminal  cases.   In 
addition,  OIG  integrity  briefings  have  heightened  Agency  employee  awareness  and,  we 
believe,  resulted  in  an  increased  number  of  fraud  referrals.   The  Inspector  General  has 
registered  his  concern  to  the  Office  of  Management  and  Budget  and  the  Congress,  over  our 
limited  ability  to  react  to  case  increases.   In  short,  our  lack  of  resources  has  resulted  in  a 
serious  growth  in  the  case  inventory  and  limited  our  ability  to  be  responsive  to  all  the  cases 
referred  to  us.   For  example,  in  FY  1995  alone,  approximately  160  cases  involving  over  $20 
million  in  Government  frmds  were  declined  for  investigation  by  the  OIG  due  to  insufficient 
resources.   Despite  the  overwhelming  workload,  we  have  still  managed  to  increase 
productivity  significantly.   In  the  past  2  years,  for  example,  we  have  obtained  approximately 
80  indictments  in  the  7(a)  program,  40  indictments  in  the  disaster  assistance  loan  program, 
and  over  $10  million  in  court  ordered  fines,  restitution,  and  civil  judgments.   Our  due 
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diligence  efforts,  which  include  criminal  history  checks  and  tax  return  verification,  have 
resulted  in  the  declination  of  over  $25  million  potentially  bad  loans  during  the  past  year 
alone.   Additional  efforts  to  reduce  this  increase  in  fraudulent  activity  include  the  preparation 
of  a  fraud  awareness  training  course  for  SBA  loan  officers  and  increased  efforts  in  pursuing 
civil  actions  through  the  Affirmative  Civil  Enforcement  program  of  the  Department  of  Justice. 

Recently  we  have  embarked  on  another  initiative  designed  to  combat  fraud.   We  have 
begun  outreach  efforts  with  participating  lenders  to  facilitate  increased  cooperation  with 
lenders  in  the  future.   As  SBA  personnel  resources  decline  and  the  Agency  gradually  turns 
over  more  of  the  loan  approval  authority  to  its  lenders,  as  well  as  its  servicing  and  liquidation 
activities,  there  will  be  a  need  for  increased  liaison  between  these  lenders  and  the  OIG.   Our 
outreach  efforts  are  designed  to  familiarize  the  lenders  with  the  OIG  mission  and 
responsibilities  and  establish  lines  of  communication  with  OIG  field  offices.   We  also  envision 
the  development  and  presentation  of  fraud  awareness  training  to  bank  employees,  perhaps 
through  the  good  offices  of  professional  associations  such  as  NAGGL. 

Mister  Chairman,  this  concludes  my  formal  testimony.   I  would  be  happy  to  answer 
any  questions  you  or  the  Subcommittee  Members  may  have. 
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Mr.  Chairman  and  distinguished  members  of  this  Committee,  it  is  a 
pleasure  for  us  to  appear  before  you  to  discuss  the  Small  Business 
Administration's  7(a)  guaranteed  loan  progreim.  We  are  here  today  in  our 
capacity  as  Directors  of  the  National  Association  of  Government  Guaranteed 
Lenders  (NAGGL),  the  trade  association  representing  the  SBA  7(a)  lending 
industry.  Our  670  member  institutions  account  for  approximately  70%  of  Jill 
the  SBA  7(a)  loans  that  sire  approved  annually. 

I 
In  June  1994,  in  response  to  a  growing  concern  over  fraud-related 

incidents  in  the  preparation  of  SBA  loan  applications,  a  committee  comprised 

of  industry  representatives,  SBA  employees  (including  a  representative  of  the 

Office  of  the  Inspector  General),  and  NAGGL  staff  met  to  discuss  the  issues. 

Severed  specific  problems  were  identified,  including: 

•  The  submission  of  false  or  fictitious  applications  including  phony 
invoices,  lien  Weirrants,  financial  statements,  tax  returns,  etc.; 

•  Loan  packagers  requiring  kickbacks  from  borrowers; 

•  Requiring  other  incentives,  such  as  the  signing  of  management 
agreements  or  consulting  agreements  from  borrowers; 

•  Chsirging  fees  for  SBA  loan  application  services  that  were  never 
performed; 

•  Understating  or  omitting  the  required  fee  disclosure  information; 

•  Illegal   or   improper   collusion   between   loan   packagers,    bank 
representatives,  and/or  SBA  officials.  ^ 
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One  of  the  first  problems  our  working  group  encountered  was  the 
definition  of  a  "packager".  Lx)an  packaging  is  a  term  which  is  used  in  the  SBA 
lending  industry  to  cover  a  wide  variety  of  services  performed  for  the  borrower 
and/or  lender.  These  services  may  include  preparation  of  the  borrowers 
and/or  lenders  loan  application,  preparation  of  a  business  plan,  brokering  of 
a  loan  and  providing  other  loan  related  services  to  the  lender.  These  services 
may  be  paid  for  by  the  borrower  and/or  lender. 

The  combination  of  services  provided  and  who  pays  for  them  is  widely 
varied  in  different  parts  of  the  country  as  well  as  from  one  service  provider  to 
another.  As  a  result,  it  becomes  important  to  define  the  specific  service  that 
is  being  discussed  in  order  to  propose  how  it  might  best  be  monitored  to 
protect  the  interests  of  the  borrower  and  the  Small  Business  Administration. 
The  services  provided  fill  an  important  function  in  getting  qualified  borrowers 
together  with  participating  lenders.  Additionally,  these  service  providers  make 
it  possible  for  small  community  banks,  which  cannot  support  a  full  time  SBA 
department,  to  pauiJcipate  in  the  loan  program  with  little  increase  to  their 
overhead.  The  outsourcing  of  services  is  a  growing  trend  in  the  baiiking 
industry,  and  being  able  to  do  this  with  SBA  loans  increases  the  availability 
of  lenders  to  serve  the  credit  needs  of  small  businesses.  (Attached  to  this 
testimony  are  two  handouts  that  Mr.  Stultz  prepared  last  year  for  our  working 
group.  The  attachments  cover  "packager"  definitions  atnd  a  registration  and 
training  program). 
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While  the  percentage  of  ftaud-related  loans  is  very  small,  a  program  of 
this  size  and  one  that  is  under  such  public  scrutiny  simply  cannot  Eifibrd  to 
have  the  problem  grow.  If  the  7(a)  program  is  to  pass  the  test  of  time,  all 
aspects  of  the  progrsmi  must  be  done  in  a  quality,  professional  manner. 
Qualified  loan  packagers  perform  a  very  valuable  service  for  small  businesses 
and  lenders  alike,  and  we  are  anxious  to  put  systems  in  place  that  would 
deter  future  problems.  Accordingly,  our  working  group  proposed  that  SBA: 

i 

•  Establish  a  loan  packager  registration  progrzim; 

•  Develop  a  code  of  ethics  that  loan  packagers  must  adhere  to; 

•  Require  loan  packagers  to  have  an  acceptable  level  of  knowledge  about 

SBA  policies  emd  procedures; 

•  Require  loan  packagers  to  disclose  to  their  small  business  applicant  if 

they  will  also  be  compensated  by  another  source,  (i.e.  a  referral  fee 
from  a  lender); 

•  Enforce  the  regulations  that  £ire  already  in  place. 

Following  our  meeting,  SBA  chose  to  issue  different  requirements  for 
lenders  using  bank  service  providers  (SBA  Notice  5000-451).  The  notice  was 
confusing,  and  in  our  opinion,  did  not  adequately  respond  to  the  issues.  The 
SBA  has  continued  their  discussions  with  industry  representatives  this  past 
year,  and  as  we  were  writing  this  testimony,  we  were  informed  that  SBA  is 
finalizing  a  new  policy  notice  that  will  adopt,  in  some  form  or  fashion,  the 
working  group  recommendations  £tnd  replace  SBA  Notice  5000-451.  We  look 
forward  to  reviewing  the  prc^osed  notice  as  soon  as  it  is  available. 
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One  change  made  this  past  year  has  been  the  implementation  of  a  tax 
return  verification  requirement  on  loan  applications.  Since  the  requirement 
was  initiated,  we  believe  it  has  deterred  several  applications  with  falsified  tax 
return  information  from  being  either  submitted  or  processed.  NAGGL  did  a 
survey  covering  the  first  calendar  quarter  of  1995  with  over  200  institutions 
responding.  36  institutions  (17%  of  the  respondents)  reported  they  had 
encountered  situations  where  firaudulent  information  was  discovered  based  on 
the  information  received  from  the  tax  return  verification  request.  33  of  these 
institutions  reported  a  total  of  55  cases  were  discovered  on  applications 
totalling  approximately  $16  million.  In  100%  of  the  cases,  the  tax  return 
verification  did  not  match  the  tax  return  submitted  with  the  application. 
While  the  number  of  problem  cases  is  small  in  relation  to  the  large  number  of 
applications  received,  we  believe  the  process  is  worth  continuing. 

While  this  process  appears  to  be  deterring/catching  loan  applications 
with  falsified  information,  the  process  has  been  slow  in  many  locations.  In 
many  instances,  the  verifications  are  taking  as  long  as  45  days.  Since  SBA 
will  not  allow  a  loan  to  close  until  the  tax  verifications  are  returned,  and 
since  the  significant  majority  of  applications  do  not  have  falsified 
ii\fomiation,  these  slow  response  times  from  the  IRS  aire  causing  problems 
for  the  smsill  business  applicant.  NAGGL  encourages  the  SBA  to  quickly  work 
out  a  faster  process  with  the  IRS  so  small  businesses  do  not  have  to  wait 
unnecessarily  for  the  verifications  to  be  returned. 

Thank  you,  Mr.  Chairman,  for  allowing  us  to  participate  today. 
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PACKAGER  DEFINITIONS 

During  the  NAGGL  convention  in  Hilton  Head  in  May  1994  there  was  much  discussion 
about  'PACKAGERS',  their  activities  and  how  they  are  compensated.  The  difficulty  in 
discussing  the  subject  is  that  there  are  several  separate  and  distinct  activities  which 
are  paid  for  in  varying  ways,  by  different  sources,  which  are  all  referred  to  as 
"packaging".  I  will  attempt  to  define  and  label  these  activities  and  varying  means  of 
compensation  in  order  to  provide  a  starting  point  for  discussing  how  these  activities 
might  he  governed. 

TTie  SBA  loan  services  described  may  be  performed  for  the  lender  or  the  borrower  and 
the  SBA  regulations  governing  fees  vary  depending  upon  who  pays  them  and  whether 
or  not  the  recipient  is  an  employee  of  the  lender. 


ACTiyiTIES 

Origination 

May  be  done  by  all  types  of  service  providers. 

Underwriting 

Outside  service  provider  may  do  preliminary  analysis  however  the  lender  must 
underwrite  and  make  the  final  decision  as  to  loan  structure  and  approval. 

Packaging 

Can  be  done  by  packager,  broker,  turnkey,  contract  loan  rep  or  employee  of  the  lender. 

Submission  to  SBA 

Presentation  of  completed  loan  application  and  negotiation  necessary  to  obtain 
approval. 

Should  ise  done  by  lender. 

Ciosing  &  Funding 

Must  be  done  by  lender  per  750  agreement. 

Selling 

S&ller  must  be  lender  or  licensed  securities  dealer. 
Premiums  may  not  be  split. 

Servicing 

Guaranteed  loans  shall  be  serviced  by  the  lender.  (CFR  13  120.2-2) 

Liquidation 
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BY  WHOM 

TYPES  OF  SERVICES 

In  different  markets  or  in  different  organizations,  you  may  find  that  each  activity  is 
performed  by  a  different  provider  or  that  one  provider  may  offer  many  or  all  of  the  listed 
services. 

The  definitions  in  the  regulations  show: 

CFR  103.13-2  (b) 

Agent  shall  include  attorneys,  accountants,  consultants,  manufacturers' 

representatives  and  any  other  persons  acting  in  a  representative  capacity. 

CFR  120.2-2 

Associate  means  an  associate  of  the  Lender. 

(a)  an  employee  authorized  to  approve  loans  on  the  Lender's  behalf. 

PACKAGERS 

A  packager  may  be  an  associate  or  an  agent. 

Packagers  complete  the  SBA  loan  application  paperwork.  Some  may  only  complete 
borrower's  application  while  others  may  include  completion  of  the  lender's  application, 
SBA  checklist,  draft  of  the  loan  authorization  and  assembly. 

In  some  cases  the  lender  refers  the  packager  to  the  borrower  and  the  packager  returns 
the  completed  package  to  the  referring  lender.  In  other  cases  the  packager  introduces 
the  borrower  to  the  lender.  Because  someone  is  shown  as  packager  on  the  loan 
application  does  not  mean  that  they  originated  the  loan. 

Packaging  fees  may  be  paid  by  the  lender  or  the  borrower.  In  some  cases  the 
borrower  may  pay  the  lender  for  packaging  and  the  lender  in  turn  will  sub  out  the 
packaging  to  an  outside  packager  paid  by  the  lender.  What  the  subcontract  packager 
charges  could  be  more  or  less  than  what  the  borrower  paid  the  lender. 

A  packager  may  also  be  a  CPA,  Certified  Development  Company  or  a  Small  Business 
Development  Company  etc. 

Some  new  lenders  rely  on  packagers  for  knowledge  of  SBA  rules  and  eligibility  issues. 
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BROKER 

Paid  by  Lender 

Many  lenders  use  brokers  to  meet  eligible  borrowers.  Brokers  are  generally  paid  a  fee 
by  the  lender  upon  approval  or  funding.  These  fees  may  be  based  upon  a  percentage 
of  the  loan  amount  or  the  guaranteed  portion.  Services  provided  in  exchange  for  these 
fees  vary  from  broker  to  broker  and  may  vary  depending  upon  the  expectations  of  the 
lender. 

These  fees  are  not  premium  splitting  and  the  broker  does  not  want  to  have  to  be 
concerned  with  whether  or  not  the  lender  is  going  to  sell  the  loan  or  upon  how  much  of 
a  premium  the  lender  might  receive. 

While  some  of  these  brokers  may  spend  their  full  time  searching  for  SBA  borrowers, 
others  may  have  other  professions  or  activities  such  as  real  estate  brokerage,  business 
brokerage,  accounting,  brokerage  of  non  SBA  loans,  etc. 

Using  independent  brokers  enables  lenders  to  develop  business  without  having  to 
increase  their  overhead  and  fixed  expenses.  A  lender  does  not  have  to  make  a 
permanent  staffing  increase  or  pay  benefits  when  using  a  broker.  The  lender 
generally  only  needs  to  spend  money  on  a  broker  when  he  makes  money.  This  can  be 
very  important  to  a  lender  that  is  new  to  the  business  or  is  in  a  small  institution  which  is 
not  in  a  position  to  add  full  time  marketing  staff. 

Payment  of  referral  fees  does  not  necessarily  increase  the  cost  to  the  borrower.  If  the 
lender  does  not  pay  referral  fees  he  must  then  incur  other  marketing  expenses  such  as 
advertising,  direct  mail  or  seminars  which  do  not  assure  him  of  obtaining  a  new 
customer.  The  cost  of  these  other  types  of  business  development  may  exceed  the  cost 
of  referral  fees.  If  you  are  involved  in  business  lending  you  must  have  some  type  of 
business  development  expense  and  one  is  no  more  likely  to  be  passed  on  to  the 
borrower  than  the  other. 

It  should  always  be  the  lender's  responsibility  to  underwrite  the  loan,  verify  information, 
meet  the  borrower  and  inspect  the  facility.  Brokers  may  or  may  not  package  the  loan 
application. 

Brokers  paid  by  the  Borrower 

Some  brokers  may  operate  under  a  contract  with  the  borrower  who  will  pay  them  a  fee 
for  finding  financing. 

A  broker  may  have  a  contract  with  a  borrower  to  assist  him  in  obtaining  finandng  in 
exchange  for  a  percent  of  the  loan.  He  may  assist  him  in  developing  projections  and  a 
business  plan.  In  his  search  for  a  lender  he  finds  a  lender  who  will  help  his  client  but 
wants  to  obtain  an  SBA  guarantee  in  order  to  make  the  loan.  The  lender  or  a  packager 
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may  prepare  the  loan  application.  This  broker  should  not  have  to  complete  a  1 59  In 
that  he  did  nothing  in  order  to  obtain  an  SBA  guarantee. 

TURN  KEY  SBA  PROVIDERS 

Turn  key  SBA  providers  offer  expertise  in  dealing  with  the  SBA  to  lenders.  The  type 
and  level  of  service  varies  in  different  parts  of  the  country  as  well  as  from  one  provider 
to  another  and  can  include  the  full  range  of  activities  that  a  lender  requires.  Tlnese 
providers  may  also  offer  origination  services.  Outsourcing  of  services  is  a  rapidly 
growing  activity  In  banking  and  other  businesses  today. 

Providers  of  this  type  of  service  may  work  for  an  hourly  rate,  a  monthly  retainer  and/or 
a  percentage  of  the  loan.    While  these  services  may  even  include  assistance  with 
selling  the  guaranteed  portion  of  the  loan,  fees  should  not  be  a  split  of  the  sales 
premium  based  upon  SBA  regulations.  Like  brokers,  providers  of  turn  key  services 
want  to  be  compensated  whether  or  not  a  lender  decides  to  sell  a  loan. 

BROKER/TURNKEY  COMBINATION 

These  providers  differ  from  turn  key  providers  in  that  the  turnkey  relationship  is 
transactional.  Brokered  loans  are  offered  to  lenders  on  a  loan  by  loan  basis  and  other 
services  such  as  negotiation  with  SBA  and  assistance  with  documentation  are  included. 


COMPENSATION 

Having  the  government  regulate  fees  may  place  unnecessary  regulation  on  the 
industry.  Generally,  if  left  alone,  competition  in  a  free  marketplace  will  provide  a  more 
realistic  control.  The  profit  incentive  stimulates  the  marketplace  and  improves  the 
access  to  capital  for  the  small  business. 

HOURLY  FEE  FOR  SERVICE 

Paid  by  bank  for  packaging  or  consulting 

Banks  may  pay  consultants  on  an  hourly  basis  but  most  turn  key  consulting  seems  to 
be  done  on  a  monthly  retainer  and/or  percentage  of  the  loan. 

Paid  by  borrower  for  packaging  or  consulting 

Borrowers  are  generally  not  willing  to  agree  to  an  hourly  fee  without  knowing  the 
amount  of  time  that  the  progress  will  take.  Fees  are  broken  down  on  159. 

FIXED  PRICE  FEE  FOR  SERVICE 

Lenders  and  borrowers  paying  for  packaging  services  generally  want  a  fixed  price  for 
the  engagement  even  though  (when  paid  by  the  borrower)  the  1 59  requires  an  hourly 
time  breakdovwn. 
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MONTHLY  RETAINER 

Some  turn  key  providers  may  get  a  monthly  retainer  for  some  or  all  of  their 
compensation. 

REFERRAL  FEE  &  FINDERS  FEE 

Usually  paid  by  a  lender  for  finding  a  borrower.  Recipient  pays  their  own  expenses, 
overhead  and  withholding.  Usually  paid  by  a  lender  as  a  percent  of  the  loan  at  the  time 
of  approval  or  funding.  SBA  regulations  do  not  allow  a  fee  to  be  paid  by  the  bon^ower 
which  is  contingent  upon  SBA  approval. 

Depending  upon  the  relationship,  the  finder  may  provide  as  little  as  a  name  and  phone 
number  or  as  much  as  a  complete  loan  application.  A  higher  level  of  referral  fee  might 
be  paid  if  additional  services  are  provided. 

CONTRACT  LOAN  REPRESENTATIVE 

Lender  pays  monthly  expenses  and  a  referral  fee.  Business  development  rep  brings  in 
deal  with  lender  having  right  of  first  refusal. 

COMMISSION 

Same  as  a  referral  fee  only  paid  to  an  employee  of  the  lender.  The  lenders  vary  in  the 
levels  of  paying  overhead  and  expenses.  Why  should  a  lender  be  able  to  pay  a 
commission  to  an  employee  and  not  pay  a  referral  fee  to  an  outsider? 

SPLIT  OF  PREMIUM 

SBA  rules  do  not  allow  premiums  to  be  split. 


REGULATIONS 

Premium  Splitting  is  Not  Allowed 

Fees  Paid  By  Borrower  May  Not  Be  Contingent  upon  SBA  approval 

Fees  For  Assistance  with  an  SBA  Loan  Paid  By  Borrower  Must  Be  Disclosed  on 
159 

CONFLICTS 

PERCEIVED  DIFFICULTIES 

Excessive  Influence 

The  SBA  wants  to  avoid  creating  situations  where  a  packager,  broker  or  turn  key 
provider  has  excessive  influence  over  the  loan  decision.  The  participating  lender  is 
responsible  for  underwriting,  verification  of  information  and  documentation. 
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Forged  Data 

How  can  the  agency  protect  itself  from  forged  data  such  as  tax  returns,  environmental 
reports  and  appraisals.  As  a  participant,  the  lender  is  obligated  to  verify  application 
information. 

While  this  may  be  a  problem  in  some  remote  circumstances,  the  desire  to  falsify 
information  in  an  SBA  loan  application  should  be  no  greater  than  in  a  conventional 
loan. 

Taking  Borrower's  Money  and  Providing  Nothing 

It  is  very  difficult  If  not  impossible  for  the  SBA  to  control  situations  where  an  application 
never  gets  to  the  SBA.  While  laws  may  be  broken,  perhaps  it  is  better  that  local  law 
enforcement  agencies  pursue  these  situations. 

In  all  of  these  situations  care  must  be  taken  to  assure  that  the  lender  is  not  turning  the 
underwriting  over  to  a  non  employee  who  is  not  a  party  to  the  750  agreement.  The 
lender  is  the  partidpant  signing  the  750  {participation  agreement)  and  the  1086  (tri 
partite  agreement).  Perhaps  an  application  should  include  loan  committee  presentation 
and  approval  or  demonstration  from  the  lender  that  the  individual  signing  the  lender's 
application  has  approval  authority  in  the  amount  of  the  loan. 
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Packager  Registration,  Training  and  Testing 

I.  General 

A.  What  is  a  Packager? 

1 .  Someone  who  completes  paperwork  for  borrower 

a.  Referred  by  lender? 

b.  Paid  by  borrower 

2.  Someone  who  completes  paperwork  for  lender 

a.  Paid  by  lender 

3.  Someone  who  finds  borower  and  chcirges  for  packaging  sind 
locating  lender 

4.  Someone  who  finds  borrower  and  works  only  for  lender  referral  fee 

a.  If  they  do  the  package 

b.  If  they  don't  do  the  package 

5.  Someone  brokering  SBA  loans 

6.  Someone  brokering  a  loan  when  the  lender  decides  he  wants  it 
guaranteed  by  SBA 

7.  A  business  broker  trying  to  get  a  business  sold 

8.  A  CPA  assisting  his  client  with  SBA  forms 

a.  May  not  know  SBA  rules  and  regulations 

9.  Minority  Business  Development  Centers 

10.  Small  Business  Development  Centers 

1 1 .  An  unemployed  banker 

12.  Certified  Development  Company 

a.  May  not  necessarily  know  the  7(a)  program 

13.  Community  Development  Company 

14.  Lenders 

a.  Bank 

b.  Non  Bank 

B.  What  do  we  want  to  control? 

1.  Thoroughness 

2.  Accuracy 

3.  Honesty 

C.  How  do  we  control  pacteiges  that  never  get  to  SBA? 
n.  Develop  Code  of  Ethics 

m.  Testing 

A.  What  employees  of  the  packageer  must  be  tested? 

B.  What  happens  if  the  test  is  failed? 

C.  WlU  there  be  a  continuing  education  requirement? 

D.  Will  subsequent  testing  be  required? 
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rv.  SBA  to  police 

A.  What  penalty  for  what  offense 

1.  Offense 

a.  Incomplete  package 

b.  Complete  package  for  ineligible  borrower 

c.  Difference  in  interpretation  of  SBA  rules? 

(1)  Is  it  a  crime  to  have  a  difference  of  opinion  on 

d.  People  who  charge  and  never  deliver  loan 

(1)  How  do  we  find  out  if  application  never  gets  to  SBA? 

2.  Penalty 

a.  Will  SBA  track  minor  offenses 

1)  Keep  scorecard  on  packager 

(2)  Will  the  number  of  problems  be  accurately  viewed  in 

relationship  to  the  packagers  volume? 

b.  What  type  of  offense  will  result  in  removal? 

c.  What  is  appeals  process? 

B.  Problems 

1.  If  a  package  is  completed  by  a  non  registered  packager,  how  do  you 
penalize  the  packager  without  harming  the  borrower? 

2.  If  the  SBA  determines  that  there  is  a  problem  with  a  package,  how  do 
they  determine  if  it  is  the  responsibility  of  the  packager,  the  lender, 
the  broker,  the  seller,  the  CPA  or  the  borrower. 
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Good  morning  Mistttr  Chalman  and  Meabers  of  the 
Subconnittee.   My  name  is  Charles  R.  Tonllnson.   I  as  tha  own«r 
of  Tonlinson  Funeral  Home,  Route  3,  Box  342,  Ridgevay,  Virginia. 
Thank  you  for  inviting  me  to  appear  before  you  this  morning.   As 
requested,  I  will  discuss  problems  that  I  encoxintered  in 
attempting  to  utilize  the  services  of  a  loan  packager  to  obtain 
an  SBA  loan. 

In  May  of  1992,  I  received  a  telephone  call  from  my  tax 
consultant,  a  person  with  whom  I  had  worked  for  2  years.    She 
told  me  that  she  had  a  friend  by  the  name  of  Harry  Roach,  %rtio  was 
employed  by  the  United  States  Small  Business  Administration  (SBA) 
as  a  loan  officer,  and  that  she  was  assisting  him  in  getting  SBA 
loans  for  small  business  owners.  The  following  day,  I  received  a 
telephone  call  from  Mr.  Roach,   who  introduced  himself  as  being  a 
loan  officer  employed  by  the  SBA.  Mr.  Roach  said  that  he  had 
obtained  my  telephone  number  from  my  teuc  consultant  and  that  she 
had  asked  him  to  call  me  regarding  an  SBA  loan.   According  to  Mr. 
Roach,  they  were  working  together  to  assist  individuals  in 
obtaining  SBA  loans  for  small  business  owners,  and  they  knew  that 
I  qualified  for  an  SBA  loan.   He  asked  me  a  few  questions  €ibout 
the  funeral  business  and  assured  me  that  I  qualified  for  an  SBA 
loan. 

On  June  19,  1992,  Mr.  Roach,  accoB^anied  by  a  another  man 
who  did  not  give  his  name,  visited  me  at  the  Funeral  Home.  Mr. 
Roach  again  introduced  himself  to  me  as  an  SBA  loan  officer  and 
introduced  the  other  man  as  his  apprentice.  Mr.  Roach  presented 
me  with  an  SBA  business  card  as  proof  of  his  identity.  He  again 
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questioned  ne  about  ny  business  and  asked  me  if  I  was  interested 
in  getting  an  SBA  loan.   I  told  him  that  I  vas  interested.   He 
wanted  to  know  what  I  would  do  with  the  money  if  I  were  to  get 
the  loan.   I  told  him  that  I  would  use  the  money  to  do  some 
renovations  in  and  around  the  funeral  home.   He  asked  me  how  much 
money  I  would  need  to  renovate  the  funeral  home,  and  I  told  him 
$750,000.   He  advised  me  that  he  could  have  my  loan  approved 
within  90  days.   He  gave  me  three  blank  SBA  forms:  an  Estimated 
Projection  and  Forecast  of  Two  Year's  Earnings,  an  SBA  Personal 
Financial  Statement,  and  an  SBA  Loan  Application.   He  asked  me 
questions  about  my  personal  financial  history  emd  asked  me  to 
sign  all  the  blank  forms.  He  said  that  he  would  have  my  tax 
consultant  fill  in  the  blanks.  Mr.  Roach  again  told  me  that  I 
qualified  for  an  SBA  loan.   He  said  that  once  the  application  was 
completed,  he  would  send  it  to  his  direct  contact  in  the  SBA 
District  Office  in  Atlanta,  Georgia.  He  said  that  I  had  to  pay 
him  a  loan  packaging  fee  of  $3500  before  the  loan  application 
could  be  mailed  to  the  SBA  District  Office  in  Atlanta.   I  gave 
Mr.  Roach  a  personal  check  in  the  amo\mt  of  $3500.  Mr.  Roach 
then  called  my  tax  consultant  and  advised  her  that  he  had 
obtained  my  signature  on  the  SBA  loan  application  and  that  he 
would  be  bringing  the  SBA  loan  application,  along  with  other 
documents  for  her  to  complete. 

On  Jiuie  20,  1992,  Mr. Roach  called  and  said  that  he  needed  a 
cashier's  check  for  the  $3500.  He  said  that  he  would  return  ny 
personal  check,  once  he  received  the  cashier's  check.   He  asked 
me  to  make  the  cashier's  check  payable  to  F.S.H.  &  ASSOCIATES, 
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Harry  Roach,  and  nail  it  to  4725  Dorsey  Hill  Drive,  Ellicott 
City,  Maryland  21042.   I  got  the  cashier's  check  and  nailed  it  on 
June  24,  1992.   Two  days  later  I  received  another  call  from  HR. 
Roach.  He  said  that  the  SBA  Office  in  Atlanta  was  having 
problems  processing  the  application  and  that  he  needed  $200  so 
that  he  could  travel  to  Atlanta  to  check  on  the  lo«m  application. 
He  told  me  to  wire  the  money  to  him,  and  gave  me  his  wire 
transfer  account  number  at  Maryland  National  Bank,  Baltimore, 
Maryland.   I  wired  the  §200  the  next  day.  Mr.  Roach  cashed  the 
cashier's  check  and  never  returned  my  personal  check.   In  August 
1992,  Mr.  Roach  tried  cashing  my  personal  check,  however,  the 
bank  refused  to  honor  it.   I  was  charged  $12.00  for  that  check 
because  Mr.  Roach  presentctd  it  to  the  bank. 

On  August  5,  1993,  I  was  contacted  by  a  Special  Agent  from 
the  SBA  Office  of  Inspector  General  who  was  investigating  the 
activities  of  Mr.  Roach.   I  was  only  too  happy  to  cooperate. 

On  April  4,  1994,  Mr.  Roach  was  indicted  by  the 
Commonwealth  Attorney,  State  of  Virginia,  on  charges  of 
conspiracy  and  false  pretense.   On  August  10,  1994,  he  pled 
guilty  to  one  count  of  conspiracy  and  one  count  of  false 
pretense.   He  was  sentenced  to  a  five-year  prison  term,  placed  on 
five  years  probation,  and  ordered  to  pay  me  restitution  of  $3700. 
I  have  not  received  any  of  the  money  that  the  court  ordered  Mr. 
Roach  to  repay. 

Mr.  Chairman,  I  recognize  that  I  was  taken  advantage  of  by  a 
group  of  well  organized  con  artists,  however,  the  scheme  that  was 
used  on  me  could  still  be  used  today  on  other  unsuspecting 
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businoss  ovnors.  Other  than  a  phony  business  card,  I  was  not 
shown  any  official  identification;  nor  was  I  furnished  any 
infomation  about  ny  rights  or  obligations  in  obtaining  an  SBA 
loan  through  these  individuals.   I  had  no  idea  if  the  fees  I  was 
cheurged  were  legitinate  or  reasonable.   I  do  feel  that  the  public 
need  to  be  protected  fron  schemes  such  as  this,  particularly 
where  Government  funds  or  loan  guarantees  are  involved.   When  I 
started  calling  the  SBA  in  Atlanta  to  check  on  the  status  of  my 
loan  application,  I  was  only  told  that  there  was  no  record  of  any 
application  being  filed.   I  explained  that  Mr.  Roach,  an  SBA 
employee,  had  submitted  my  loan  application  and  1  %ras  told  that 
there  was  no  employee  by  that  name  in  Atlemta.   I  was  not 
informed  that  Mr.  Roach  was  not  listed  as  a  packager  in  the 
Atlanta  office,  nor  was  I  informed  that  I  should  repoirt  this 
matter  to  any  authority.   I  merely  stopped  calling,  thinking  that 
my  money  was  gone. 

I  believe  that  there  needs  to  be  some  level  of  control  over 
these  individuals  and  the  business  community  needs  to  be  informed 
as  to  who  can  properly  represent  the  banks  or  the  SBA  in 
packaging  loan  applications. 

That  concludes  my  testimony  Mr.  Chairman.   I  would  be  happy 
to  answer  any  questions. 
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U.S.  Small  Business  Administration 

Washinston,  D.C.     20416 
■»>*, ""»  fc<^ 


Honorable  Peter  G.  Torkildsen 

Chairman 

House  Small  Business  Subcommittee  on  Government  Programs 

U.S.  House  of  Representatives 

Washington,  D.C.   20515 

Dear  Chairman  Torkildsen: 

Thank  you  for  the  invitation  to  testify  at  the  House  Small 
Business  Subcommittee  on  Government  Program's  October  12  hearing 
concerning  Loan  Packaging.  I  was  unable  to  appear  in  person  to 
discuss  the  issue  of  possible  fraud  in  the  U.S.  Small  Business 
Administration's  (SBA)  Disaster  Assistance  Program.  I  would  like 
to  submit  this  statement  for  the  Committee's  record. 

The  Disaster  Loan  Program  is  SBA's  largest  direct  loan 
program.  It  is  available  to  all  entities  except  governmental  units 
and  agricultural  enterprises.  The  program  has  a  number  of  built-in 
safeguards  for  fraud  prevention  which  include:  verifying  the 
applicant's  income  information  with  the  IRS  before  meUcing  a  loan, 
confirming  disaster  damages  and  repair  costs,  exaunining  credit 
reports  for  all  applicants  by  use  of  their  social  seciirity  numbers, 
and  enforcing  a  "rule  of  two"  for  all  approvals.  In  addition,  the 
Agency  takes  whatever  collateralis  available  —  preferably  real 
estate  —  and  disburses  loan  proceeds,  serially,  as  the  funds  are 
used  and  needed. 

In  its  quest  to  preclude  the  need  for  applicants  to  seek 
costly  loan  packaging  assistance,  the  SBA's  Disaster  Assistance 
office  provides  homeowners  with  one-on-one  assistance  at  each  of 
the  disaster  sites.  SCORE  chapters.  Small  Business  Development 
Centers  and/or  the  Minority  Business  Development  Centers  funded  by 
the  Department  of  Commerce  provide  free  or  minimal  cost  assistance 
to  small  business  owners. 

The  Inspector  General's  (OIG)  Office  has  developed  a  course 
which  trains  Disaster  Assistance  employees  how  to  identify  fraud 
indicators  in  loan  applications.  As  a  result  of  this  course,  over 
60  percent  of  the  referrals  resulting  in  OIG  investigations  are 
received  from  employees.  In  addition,  the  OIG  Fraudline  is 
prominently  displayed  at  all  Disaster  Assistance  sites. 

Because  of  the  substantial  number  of  disaster  loan 
applications  received  in  California  as  a  result  of  the  Northridge 
earthquake,  a  special  unit  has  been  established  to  evaluate  and 
prepare  case  referrals  to  the  OIG's  Los  Angeles  office.  This  group 
has  referred  over  one  hundred  (100)  files  to  the  OIG  from  which 
twenty-seven  individuals  have  been  indicted  during  the  past  two 
years.  We  will  continue  to  work  closely  with  our  OIG  and  with 
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industry  representatives  to  assure  that  the  disaster  program 
operates  without  fraud  and  abuse. 

Thank  you  for  the  opportunity  to  submit  this  statement  for  the 
record . 

Sincerely, 
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Bernard  Kulik 

Associate   Administrator   for 
Disaster  Assistance 
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